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INTRODUCTION 

 In accordance with the City Auditor's 1994-95 Audit Workplan, we have 

audited the investment programs of the city of San Jose's retirement plans.  We 

conducted this audit in accordance with generally accepted government auditing 

standards and limited our work to those areas specified in the Scope and 

Methodology section of this report. 

 The City Auditor's Office thanks the staff of the Retirement Program for its 

time, insight, and cooperation during this audit. 
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SCOPE AND METHODOLOGY 

 Our audit focused on the performance of the investment programs of the 

Police and Fire Department Retirement Plan and the Federated Employees' 

Retirement System.  We evaluated the performance of the two plans' investment 

portfolios and investment managers.  We compared the plans' asset allocation 

strategies and investment policies with other public retirement plans.  We also 

compared the plans' portfolio yields with industry benchmarks.  In addition, we 

reviewed the fee structures of the various investment management firms 

(investment managers), assessed investment manager contracts' completeness, and 

assessed the adequacy of financial reporting to the boards of administration for the 

retirement plans and the City Council. 
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BACKGROUND 
 
 
City Charter And Municipal Code 

 The San Jose City Charter authorizes the City Council to establish retirement 

plans for city of San Jose (City) employees.  The boards of administration 

administer the plans, set contribution rates, obtain actuarial studies, and act as 

stewards over fund assets.  The Retirement Program (Retirement) administers the 

retirement plans. 

 The San Jose Municipal Code includes a series of chapters related to the 

various retirement plans in effect through the years including Chapter 3.16 

(effective prior to October 1946), Chapter 3.20 (effective October 1941), Chapter 

3.24 (effective July 1951), and Chapter 3.32 (effective 1946).  The two current 

retirement plans are the 1975 Federated Employees' Retirement Plan (Chapter 3.28, 

effective July 1, 1975) and the 1961 Police and Fire Department Retirement Plan 

(Chapter 3.36, effective February 1, 1962).  Table 1 summarizes the provisions of 

the two retirement plans. 
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TABLE 1 
 

COMPARISON OF RETIREMENT PLANS, BENEFITS, 
AND ACTUARIAL ASSUMPTIONS 

 
 

 FEDERATED PLAN POLICE AND FIRE PLAN 

Board members • Tony Cokely, Chair 
• Zeke Garcia, Civil Service 
• Frank Fiscalini, City Council 
• Bradley Inamura, Employee 
• William Bascom, Bank Representative 

• Paul Wysocki, Chair 
• David Bacigalupi, Police Department 
• George Shirakawa, Jr., City Council 
• Charlotte Powers, City Council 
• Richard Santos, Fire Department 

Final compensation 36 highest months 12 highest months or 108% of last 12 months 
Service retirement 
qualifications 

30 years service 
OR 55 years old with 5 years service 

30 years service 
OR 55 years old with 20 years service 
OR 50 years old with 25 years service 
OR 50 to 55 years old with 20 years service (pro-
rated by age at retirement) 

Retirement annuity 
(service retirement) 

Final average salary multiplied by 2.5% 
per year of service (75% maximum) 

Final compensation multiplied by 2.5% per year of 
service (75% maximum) 

Service-connected 
disability retirement 

Final average salary multiplied by 2.5% 
per year of service, subject to 40% 
minimum and 75% maximum; less outside 
earnings in excess of 100% of final 
compensation until age 55 

50% of final compensation plus 2.5% for each year 
of service over 20 years (less outside earnings in 
excess of 100% of final compensation until 20 
years is reached) 

Nonservice-
connected disability 
retirement 

5 years service (vested employee)--final 
average salary multiplied by 2.5% per year 
of service (subject to 40% minimum and 
75% maximum); less 0.5% for each year 
under age 55; less outside earnings in 
excess of 100% of final compensation until 
age 55 

2 to 20 years of service--32% of final 
compensation plus 1% of final compensation for 
each year in excess of 2 (75% maximum); 
OR 20 or more years service--final compensation 
multiplied by 2.5% per year (75% maximum) 

Contributions As of July 1994:  City 18.01% plus 
employee 8.12%; previous rates were 
15.59% and 6.88% 

City 22.24% plus employee 9.36% (interest credit 
of 2%); previous rates were 22.99% and 9.42% 

Medical benefits 15 years 15 years 
COLA April 1 (not more than 3% or banked) April 1 (not more than 3% or banked) 
Vesting 5 years 10 years 
Service credit  1,739 maximum hours per year 2,080 maximum hours per year 
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 PERS Reciprocity 

 The City entered into reciprocity agreements with the California Public 

Employees' Retirement System (PERS) in August 1994.  The main feature of 

reciprocity is portable retirement benefits so an individual can work for a number 

of public employers without losing benefits.  Neither retirement plan has adjusted 

contribution rates to pre-fund the program.  The latest actuarial report to the board 

of administration of the Federated Employees' Retirement System (Federated Plan) 

estimated the pre-funded cost of reciprocity at around  

0.5 percent of pay.  Assuming a Federated Plan employee payroll of  

$141 million, the costs could be in the range of $700,000 annually. 

 
Department Organization And Functions 

 The Retirement Program administers the City's two retirement plans.  In the 

past, Retirement was organizationally located within the City's Human Resources 

Department.  However, as of June 1995, the City Manager's Office is providing 

oversight to Retirement until a separate retirement department is formally 

established.  The four functional groups within Retirement are: 

• Management and Administration (5.0 FTE)  

• Accounting (3.0 FTE) - General ledger accounting, retirement payroll, 
accounting and investment statements, accounts payable, accounts 
receivable, revenue tracking, real estate accounting, accounting 
regulations. 

• Benefits Group (3.0 FTE) - Retirement counseling, benefits, retirement 
planning, beneficiary systems, survivorship counseling, life insurance, 
health plans, dental plans. 

• Staff Support (3.0 FTE) - Information systems, investment reporting, 
banking interface, annual reports, legislation, surveys, disability 
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planning, records, personal computer resource, actuarial data, investment 
manager analysis, training. 

 Chart 1 shows the organization of Retirement as of April 1995. 
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Chart 1 

CITY OF SAN JOSE 
RETIREMENT BOARDS OF ADMINISTRATION 

ORGANIZATIONAL CHART  

 

BOARD OF ADMINISTRATION POLICE AND
FIRE DEPARTMENT RETIREMENT PLAN

BOARD OF ADMINISTRATION FEDERATED
CITY EMPLOYEES' RETIREMENT SYSTEM

RETIREMENT ADMINISTRATOR

SENIOR RETIREMENT OFFICER

ACCOUNTING BENEFITS GROUP STAFF SUPPORT

P & F SECRETARY ACCOUNTANT STAFF ANALYST STAFF ANALYST

SR. ACCOUNT CLERK STAFF ANALYST STAFF TECHNICIAN

ACCOUNT CLERK STAFF TECHNICIAN TYPIST CLERK

FEDERATED SECRETARY

RETIREMENT OFFICER

= APPROVED STAFFING ADDITIONS WHICH ARE UNFILLED AS OF 4/21/94
TOTAL APPROVED POSITIONS = 14

TOTAL POSITIONS FILLED = 13  
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 Retirement provides copies of the retirement handbooks and annual reports 

as well as summaries of retirement provisions to any employee on request.  

Retirement maintains files for each retiree; data on active employees are retrieved 

on the City's VAX computer system.  Retirement handles retiree payroll 

calculations and enters changes to withholding; Payroll actually cuts the checks. 

 
Plan Memberships And Retirements 

 As of June 30, 1994, there were 1,797 contributing members in the Police 

and Fire Department Retirement Plan (Police and Fire Plan) and 3,355 contributing 

members in the Federated Plan.  During 1993-94, a total of 136 employees retired 

from City service, including 54 Police and Fire Plan members and 82 Federated 

Plan members.  Graphs 1 and 2 show the growth in membership from 1984-85 

through 1993-94 as reported in the two plans' annual reports. 
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GRAPH 1 
 

FEDERATED PLAN MEMBERS 
AND BENEFICIARIES 1984-85 THROUGH 1993-94 
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GRAPH 2 
 

POLICE AND FIRE PLAN MEMBERS 
AND BENEFICIARIES 1984-85 THROUGH 1993-94 
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Sources And Uses Of Funds 

 Revenues have grown significantly for both retirement plans.  Graph 3 

shows the Federated Plan's revenues by type for the last ten years.  Revenues 

declined in all categories between 1992-93 and 1993-94. 

GRAPH 3 

FEDERATED PLAN ANNUAL REVENUES 
BY TYPE 1984-85 TO 1993-94 
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 Graph 4 shows the Police and Fire Plan's revenues by type for the last ten 

years.  Revenues declined in all categories between 1992-93 and 1993-94. 
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GRAPH 4 

POLICE AND FIRE PLAN 
ANNUAL REVENUES BY TYPE 1984-85 TO 1993-94 
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 Both of the retirement plans derive more than half of their annual income 

from their investments.  According to experts, nationwide more than 80 percent of 

the pension payments come from capital market returns rather than from 

contributions.  Table 2 shows the budgeted sources and uses of the Federated 

Employees' Retirement Fund (Fund 134) (Federated Fund).  Specifically, it shows 

that 

• Reserves have grown from $375.2 million in June 1990 to  
$548.3 million in June 1994 (46 percent increase); 

• Annual expenses have grown from $22.2 million in 1990-91 to a 
budgeted $36 million in 1994-95 (62 percent increase); and 

• Professional fees as a percentage of investment income have grown from 
2.43 percent in 1990-91 to a budgeted 4.73 percent in 1994-95. 
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TABLE 2 
 

FEDERATED EMPLOYEES' RETIREMENT FUND SOURCES 
AND USES 1990-91 TO 1994-95 

 
 1990-91 

 (actual) 
1991-92 
 (actual) 

1992-93 
 (actual) 

1993-94 
(estimated) 

1994-95 
 (adopted) 

BEGINNING 
RESERVE 

 
$375,245,125 

 
$411,504,86

0 
$461,207,329 

 
$512,209,910 $548,283,18

3 
    
SOURCES:    
City contributions $18,306,734 31% $20,453,908 28% $22,800,571 29% $20,610,858 30% $22,671,944 30%
COL contributions 365,649 1% 357,863 0% 346,295 0% 329,666 0% 329,550 0%
Participant income 8,443,887 14% 9,423,034 13% 10,391,209 13% 9,390,224 14% 10,329,246 14%
Investment income 31,313,231 54% 43,326,961 59% 46,702,430 58% 38,844,086 56% 42,728,494 56%

Subtotal $58,429,501 100% $73,561,766 100% $80,240,505 100% $69,174,834 100% $76,059,234 100%
USES:    
Benefit payments $18,294,049 82% $19,026,090 80% $23,569,182 81% $26,218,812 79% $28,410,000 79%
COL payments 365,649 2% 357,863 1% 346,295 1% 329,666 1% 329,550 1%
Health insurances 2,577,322 12% 3,022,499 13% 3,784,847 13% 4,447,088 13% 4,802,800 13%
Professional fees 760,040 3% 1,240,599 5% 1,298,664 4% 1,843,507 6% 2,020,099 6%
Personal services 144,572 1% 178,914 1% 190,474 1% 220,499 1% 362,782 1%
Non-personal 28,134 0% 33,332 0% 48,462 0% 41,989 0% 56,500 0%

Subtotal $22,169,766 100% $23,859,297 100% $29,237,924 100% $33,101,561 100% $35,981,731 100%
    
ENDING RESERVE $411,504,860  $461,207,32

9 
$512,209,910 $548,283,183 $588,360,68

6 
Net change 10%  12% 11% 7% 7%
 

 Table 3 shows the budgeted sources and uses of the Police and Fire 

Department Retirement Fund (Fund 135) (Police and Fire Fund).  Specifically, 

• Reserves have grown from $513.1 million in June 1990 to  
$785.1 million in June 1994 (53 percent increase); 

• Annual expenses have grown from $15.9 million in 1990-91 to a 
budgeted $28.9 million in 1994-95 (82 percent increase); and 

• Professional fees as a percentage of investment income have grown from 
2.43 percent in 1990-91 to a budgeted 5 percent in 1994-95. 
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TABLE 3 
 

POLICE AND FIRE DEPARTMENT RETIREMENT FUND 
SOURCES AND USES 1990-91 TO 1994-95 

 
 1990-91  

(actual) 
1991-92 
 (actual) 

1992-93  
(actual) 

1993-94  
(estimate) 

1994-95  
(adopted) 

BEGINNING 
RESERVE 

 
$513,106,556 

 
$565,216,45

8 
$630,765,23

8 

 
$730,149,58

1 

 
$785,087,73

4 
     
SOURCES:     
City contributions $18,840,246 28% $20,625,838 25% $23,202,530 19% $21,345,778 26% $23,500,000 23%
COL contributions 171,063 0% 168,064 0% 156,183 0% 146,727 0% 146,680 0%
Participant income 8,054,265 12% 8,819,728 10% 9,617,259 8% 8,671,839 11% 9,500,000 9%
Investment income 40,933,332 60% 54,524,521 65% 88,866,866 73% 51,791,786 63% 71,500,000 68%

Subtotal $67,998,906 100% $84,138,151 100% $121,842,83
8 

100% $81,956,130 100% $104,646,68
0 

100%

USES:     
Benefits $12,741,031 80% $14,174,868 76% $17,463,362 78% $20,589,687 76% $21,619,000 75%
COL 171,063 1% 168,064 1% 156,183 0% 146,727 0% 146,680 1%
Health insurances 1,858,310 12% 2,057,218 11% 2,364,346 11% 2,886,020 11% 3,116,900 11%
Professional fees 994,880 6% 1,969,136 11% 2,182,391 10% 3,107,964 12% 3,575,000 12%
Personal services 94,082 1% 178,913 1% 183,589 1% 221,079 1% 362,782 1%
Non-personal 29,638 0% 41,172 0% 108,624 0% 66,500 0% 73,000 0%

Subtotal $15,889,004 100% $18,589,371 100% $22,458,495 100% $27,017,977 100% $28,893,362 100%
     
ENDING RESERVE $565,216,458  $630,765,23

8 
$730,149,58

1 
$785,087,73

4 
 $860,841,05

2 
Net change 10%  12% 16% 8%  10%

 

Investment Of Retirement Reserves 

 The retirement plans use external investment management firms (investment 

managers) to invest their reserves.  Performance is benchmarked against related 

indexes on a quarterly basis.  The plans also use external investment advisors to 

consult on investment strategy and the selection and performance assessment of 

external investment managers.  Each plan also uses a bank to provide custodial 

services and securities safekeeping.  Finally, each plan contracts with actuaries to 

estimate the plans' liability for future benefits. 
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 Investment Policies 

 Each retirement board has adopted investment policies.  These policies 

specify a target asset allocation--that is, the desired allocation of investments into 

stocks, bonds, and real estate.  The policies also specify certain investment 

restrictions.  Table 4 compares the asset allocation policies of the two plans. 

 
TABLE 4 

 
COMPARISON OF RETIREMENT PLANS' ASSET 

ALLOCATION POLICIES TO ACTUAL AS OF DECEMBER 31, 1994 
 
 FEDERATED PLAN POLICE AND FIRE PLAN 
  

Minimum 
 

Target 
 

Maximum 
 

Actual 
 

Minimum 
 

Target 
 

Maximum 
 

Actual  
Domestic stocks 27% 32% 37% 39% 30% 35% 40% 34% 

 
International 
   stocks 

5% 8% 10% 6% 0% 10% 15% 8% 

Domestic bonds 40% 45% 50% 43% 25% 35% 60% 47% 
International 
   bonds 

3% 5% 7% 5% 0% 10% 15% 6% 

Real estate 7% 10% 13% 7% 0% 10% 15% 5% 
Subtotals    100%    100% 

 
 
 Investment Advisors 

 The plans hire a variety of investment managers covering a variety of 

investment types.  Their fees are usually structured on a tiered-asset basis.  For 

example, 0.5 percent of the first $25 million in assets, plus 0.4 percent of the next 

$25 million, plus 0.3 percent of assets over $50 million.  Table 5 shows the 

calculated effective annual fee rates for investment managers as of June 30, 1994, 

and their estimated rates of return for comparison purposes. 
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TABLE 5 
 

COMPARISON OF INVESTMENT ADVISOR FEE STRUCTURES  
AS OF JUNE 30, 1994 

 
 
 
 

Investment Manager 

 
 

Type Of 
Assets 

6/30/94 
Market 

Value (In 
Millions) 

 
1993-94 

Total Rate 
Of Return

 
Effective 

Annual Fee 
Rate 

 
 
 

Net Yield

Federated   
American National Bank Equities $11.4 1.4% 0.13% 1.3% 
Bjurman Equities 12.9 (18.8%) 0.90% (19.7%) 
Bond, Procope Equities 12.4 (10.3%) 0.37% (10.7%) 
Chancellor Equities 34.8 (0.8%) 0.25% (1.1%) 
NBS Realty Real Estate 44.4 (1.4%) 1.03% (2.4%) 
PCM International Intl Equities 21.3 20.8% 0.74% 20.1% 
Putnam Intl Bonds 23.7 1.5% 0.50% 1.0% 
Scudder Bonds 255.4 (1.3%) 0.08% (1.4%) 
Smoot, Miller Equities 72.2 5.0% 0.24% 4.8% 
Thompson, Siegal Equities 40.1 (0.6%) 0.33% (0.9%) 
Wilmington Equities    28.9 3.0% 0.32% 2.7% 

Total $557.5 0.0% 0.31% (0.3%) 
     
Police and Fire     

Apodaca-Johnston Equities $8.7 (8.7%) 1.00% (9.7%) 
Baring International Intl Equities 53.8 27.7% 0.65% 27.1% 
Boston Company Equities 46.8 7.6% 0.40% 7.2% 
Brinson Partners Equities 44.4 2.8% 0.16% 2.6% 
Chancellor Equities 28.1 3.6% 0.33% (3.9%) 
Cisneros Bonds 13.1 (1.1%) 0.16% (1.3%) 
Galleon Equities 9.4 (4.1%) 0.68% (4.8%) 
IAI Minnesota Equities 22.3 (9.5%) 0.99% (10.5%) 
IAI Houston Equities 69.9 (2.7%) 0.45% (3.2%) 
NBS Realty Real Estate 47.8 (1.1%) 1.03% (2.1%) 
Prudential Invmt (Global) Intl Bonds 49.4 1.2% 0.45% 0.8% 
Putnam Bonds 66.6 (0.7%) 0.30% (1.0%) 
Rhumbline Advisors Equities 15.3 1.3% 0.07% 1.2% 
Scudder Bonds 294.4 (1.1%) 0.09% (1.2%) 
Seneca Equities 9.8 (1.7%) 0.68% (2.4%) 
Smith Graham Bonds 16.4 (0.2%) 0.43% (0.6%) 
Woodford Capital Equities      9.7 (4.1%) 0.68% (4.8%) 

Total $805.9 1.3% 0.49% 0.8% 
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Portfolio Earnings 

 The City's rate of return on investments has been similar to those of 

comparable California defined benefit plans. 

TABLE 6 
 

COMPARISON OF INVESTMENT RATES 
OF RETURN FOR CALIFORNIA DEFINED BENEFIT PLANS 

WITH ASSETS BETWEEN $500 AND $800 MILLION 
 

  
Total Assets  
(In Millions) 

 
1993 Rate of 

Return 

Five-Year 
Average Rate 

Of Return 

Ventura County  $794.3  9.30%  10.30% 

Fresno County  778.7  14.50%  11.20% 

City of San Jose - Police and Fire  744.1  14.10%  10.2% 

Kern County  684.3  9.10%  10.4% 

San Mateo County  596.6  9.9%  9.7% 

San Joaquin County  544.6  9.0%  9.3% 

Ciy of San Jose - Federated  523.9  10.3%  10.0% 

Average  $666.6  10.89%  10.16% 

Median  $684.3  9.90%  10.20% 
 
Source:  State Controller's Annual Report of Financial Transactions of Public Retirement 
Systems, Fiscal Year 1992-93. 
 
 
Funding Status Of The Retirement Plans 

 Both plans use actuaries to estimate their pension benefit obligations.  The 

most recent actuarial report for the Federated Plan was as of June 30, 1993 (issued 

May 1994), and the most recent report for the Police and Fire Plan was as of July 

1, 1993 (issued March 1994).  The actuaries use slightly different assumptions.  

For example, the Federated Plan assumes that its investments will yield 8.25 

percent per year, while the Police and Fire Plan assumes that its investments will 
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yield 8 percent per year.  In addition, the Federated Plan assumes that salaries for 

its members will increase at 5 percent per year, while the Police and Fire Plan 

assumes that salaries for its members will increase by 5.5 percent per year. 

 The pension benefit obligation is an estimate.  Changes to retirement plan 

benefits have a major effect on the estimated pension benefit obligation.  For 

example, the 1992 plan amendments to the Police and Fire Plan increased the 

pension benefit obligation by approximately $38 million. 

 In addition, the City has already seen the effects of changes in actuarial 

assumptions.  In estimating the June 30, 1992, liability, the Federated Plan 

investment rate of return assumption was decreased from 9 percent to 8.75 percent 

and the assumed rate of salary increases was decreased from 5.75 percent to 5.5 

percent.  These changes caused the total Federated Plan pension benefit obligation 

as of June 30, 1992, to increase by an additional $11,053,000--to a total of 

$513,093,000.  Furthermore, in estimating the June 30, 1993, Federated Plan 

pension liability, the interest rate was reduced once again from 8.75 percent to 8.25 

percent and the assumed rate of salary increases was reduced from 5.5 percent to 5 

percent.  These changes increased the unfunded Federated Plan pension benefit 

obligation as of June 30, 1993, to $117,503,000. 

 As of June 30, 1993, the Police and Fire Plan showed a $10.6 million excess 

of assets over its estimated pension benefit obligation.  Conversely, as of June 30, 

1993, the Federated Plan showed an unfunded pension benefit obligation of $117.5 

million.  As Table 7 shows, the Police and Fire Plan was fully funded as of June 

30, 1993, while the Federated Plan was 81 percent funded. 
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TABLE 7 
 

COMPARISON OF FEDERATED PLAN'S AND POLICE AND 
FIRE PLAN'S NET ASSETS AND PENSION BENEFIT OBLIGATION 

FOR JUNE 1990 TO JUNE 1993 

(In thousands) 

 June 30, 1990 June 30, 1991 June 30, 1992 June 30, 1993 
Federated Plan 

Net assets available for benefits  $375,245  $411,505  $461,207  $512,210 

Pension benefit obligation  411,040  470,381  513,093  629,713 
Unfunded pension benefit obligation  ($35,795)  ($58,876)  ($51,886)  ($117,503) 

Funded Status  91.3%  87.5%  89.9%  81.3% 

Police and Fire Plan 

Net assets available for benefits  $513,107  $565,216  $630,765  $730,149 

Pension benefit obligation  $499,289  $550,750  $617,263  $719,519 

Funded Status  102.8%  102.6%  102.2%  101.5% 

 In comparison, PERS was 90.6 percent funded as of June 30, 1992, and five 

comparable California defined benefit programs were funded at the following 

levels in 1992: 
 

 
Retirement Plan 

Funding 
Ratio 

Valuation 
Date 

San Mateo County  73.1%  7/1/92 

Kern County  77.2%  6/30/92 

Ventura County  86.6%  6/30/92 

City of San Jose Federated  89.9%  6/30/92 

Fresno County  94.6%  6/30/92 

City of San Jose Police and Fire   102.2%  6/30/92 

San Joaquin County  102.5%  1/1/92 
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FINDING I 
OPPORTUNITIES EXIST TO INCREASE RETIREMENT FUND EARNINGS AND 

REDUCE INVESTMENT COSTS BY (1) ENFORCING PERFORMANCE 
OBJECTIVES ON INVESTMENT MANAGERS, (2) INCREASING USE  

OF PERFORMANCE-BASED FEES, (3) REDUCING THE NUMBER  
OF INVESTMENT MANAGERS, AND (4) INCREASING USE OF INDEX FUNDS 

 The Federated City Employees' Retirement System's (Federated Plan) and 

the Police and Fire Department Retirement Plan's (Police and Fire Plan) investment 

portfolios are composed of fixed income securities (bonds), equities (stocks), and 

real estate.  The two plans use 24 external investment management firms to manage 

the $1.4 billion portfolio.  Over the past ten years, the plans' bond managers 

generally outperformed the market indexes.  However, over that same period, the 

two plans have engaged 21 different outside equity managers who have 

cumulatively performed below equity industry benchmarks.  Our review revealed 

that 

• The majority of investment managers have underperformed the 
performance objectives outlined in the retirement funds' investment 
policies; 

• The retirement plans do not have a formal probationary process for 
investment managers;   

• Investment manager contracts do not specify management style, 
performance standards, or probationary processes;  

• Eight of the investment management firms were founded less than ten 
years ago; 

• Only one manager is paid a performance-based fee; and   

• The large number of investment managers increases costs and imposes a 
burden on Retirement Program staff. 

 Finally, most public pension plans have a larger portion of their equity 

portfolios invested in equity indexes.  For example, the California Public 
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Employees' Retirement System (PERS) has 80 percent of its equity portfolio 

invested in an equity index.  In contrast, the City's retirement plans only have  

5 to 6 percent of their domestic equity portfolios invested with index managers.  If 

the retirement plans' equity portfolios had been invested in an equity index fund 

instead of with the variety of managers that were used, we estimate that the 

portfolios could have earned an additional $72.8 million over the last ten years and 

saved about $10 million in management fees paid to equity managers.  These 

additional earnings and fee savings would have improved upon the funded status of 

both retirement plans as of June 30, 1993.  Further, we estimate the retirement 

funds may be able to earn up to $7.1 million a year more and reduce investment 

management fees by up to $1.9 million annually if they index their equity 

portfolios.  Accordingly, the boards of administration for the retirement plans 

should increase the use of equity index funds.  In addition, the boards should 

establish formal probationary processes for investment managers whose 

performance falls below applicable standards, increase use of performance-based 

fees, and reduce the number of investment managers. 

The Retirement Fund Portfolios Totaled $1.4 Billion As Of December 31, 1994 

 As of December 31, 1994, the two plans held nearly $1.4 billion in 

investments including stocks, bonds, and real estate.  Both plans contract with 

external investment managers to manage their assets because neither system places 

its own investments.  The funds of the two plans are maintained on an entirely 

separate basis.  The Police and Fire Plan contracts with 17 investment management 

firms, an investment advisor, and a custodian bank to manage its assets.  The 

Federated Plan contracts with 11 investment management firms, another 

investment advisor, and another custodian bank.  Included in the 17 and 11 

investment management firms noted above are four firms that work for both 
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retirement funds.  Table 8 shows the allocation of Police and Fire Fund's and 

Federated Fund's assets by type of investment and investment manager. 

TABLE 8 
 

RETIREMENT FUND INVESTMENT PORTFOLIOS 
AS OF DECEMBER 31, 1994 

 
Type Of 

Investment 
Police And Fire Plan 
Investment Managers 

(In millions) 

Federated Plan 
Investment Managers 

(In millions) 

Equities: IAI Houston $73.9 8.9% Smoot, Miller $72.8 12.8%
 Boston Company 49.0 5.9% Thompson, 
 Brinson Partners 45.8 5.5%    Siegel 43.5 7.7%
 Chancellor 30.0 3.6% Chancellor 37.4 6.6%
 IAI Minnesota 28.0 3.4% Wilmington 29.2 5.1%
 Rhumbline 17.7 2.1% Bjurman 14.7 2.6%
 Apodaca-Johnson 11.5 1.4% Bond, Procope 12.7 2.2%
 Seneca 10.1 1.2% ANB    12.0   2.1%
 Woodford 10.1 1.2%  $222.3 39.2%
 Galleon      9.7  1.2%  
 $285.8 34.4%  

International 
Equities: 

 
Baring1 $60.4 7.3%

 
PCM $32.0 5.6%

Bonds: Scudder $290.1 34.9% Scudder $243.4 42.9%
 Putnam 68.4 8.2%  
 Smith Graham 17.7 2.1%  
 Cisneros 14.2 1.7%  
 $390.4 47.0%  

International 
Bonds: 

 
Global Advisors $51.2 6.2%

 
Putnam $28.7 5.1%

Real Estate: NBS Realty $42.8 5.2% NBS Realty $41.4 7.3%
 Total $830.6 100.0% Total $567.8 100.0%
   

                                           

1 Baring International Investment Limited has managed an international portfolio for the Police and Fire Fund since 
1992.  Pursuant to Baring's bankruptcy earlier this year, the retirement board reviewed the relationship and 
determined that none of the assets managed by Baring were at risk because they are actually held at Bankers' Trust.  
The investment management relationship continues under Baring's new parent company, I.N.G. of the Netherlands. 
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Retirement Fund Yields 

 The retirement funds' total annual yields include investment income and 

realized and unrealized losses.2  Investment income includes bond interest, stock 

dividends, and real estate rental income.  Realized and unrealized losses in asset 

value vary dramatically from year to year as markets fluctuate.  Graph 5  

shows the past ten years' yields of the retirement funds and the SEI Median (a 

benchmark comparison). 

GRAPH 5 
 

RETIREMENT FUNDS' TOTAL ANNUAL YIELDS COMPARED  
TO PUBLIC FUND MEDIAN YIELDS FOR 1984-85 THROUGH 1993-94 
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2 Realized losses are the result of selling a security for less than its cost.  Unrealized losses result when the current 
market value of a security is less than its cost. 
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 As Graph 5 shows, the funds realized their highest yields during 1984-85 

(the Federated Fund yielded 26.3 percent, the Police and Fire Fund yielded 27.4 

percent, and the SEI Median yielded 26.8 percent).  Lowest yields occurred during 

1993-94 (the Federated Fund yielded 0.0 percent, the Police and Fire Fund yielded 

1.7 percent, and the SEI Median yielded 0.4 percent). 

 
On Average From 1984-85 To 1993-94, The Plans' Bond Managers 
Outperformed Market Indexes While The Equity Managers 
Underperformed Market Indexes 

 From 1984-85 to 1993-94, both retirement funds' domestic bond portfolios 

outperformed the annualized rate of return3 of the Lehman Brothers Bond Index (a 

benchmark comparison).4  However, both domestic equity portfolios underperformed 

the annualized rate of return of the Standard & Poor's 500 Index (S&P 500)5 over that 

same ten-year period.  Table 9 shows these long-term rates of return. 

                                           

3 According to a Bankers' Trust tutorial, annualizing rates of return is useful when data is available for more than 
one year.  In general, the formula requires calculation of the product of a series of relative returns raised to the 
power of the number of observations per year divided by the number of observations that you have. 
 
4 The Lehman Brothers Government/Corporate Bond Index is a composite of publicly issued, fixed rate, non-
convertible, domestic bonds. 
 
5 The Standard & Poor's 500 Index is a composite of 400 industrial, 40 financial, 40 utility, and 20 transportation 
common stocks. 
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TABLE 9 
 

ANNUALIZED RATES OF RETURN OF RETIREMENT PORTFOLIOS COMPARED 
TO THE ANNUALIZED RATES OF RETURN  

OF THE RELEVANT BENCHMARK INDEXES FROM 1984-85 TO 1993-94 
 

 Federated Plan 
Portfolio 

Police and Fire 
Plan Portfolio 

Domestic Equities 11.7% 14.0% 
S&P 500 15.1% 15.1% 
   
Domestic Bonds 12.1% 12.2% 
Lehman Brothers Bond Index 11.6% 11.6% 
   
Total Fund 11.1% 12.3% 
SEI Median 12.4% 12.4% 

 
 Results Vary From One Period To The Next 

 The respective retirement boards receive quarterly performance 

measurement reports from their investment advisors including yields for the last 

quarter and last 12 months, last 36 months, and last 60 months on a rolling basis.  

It should be noted that even in a large, diversified portfolio, the yield will vary 

dramatically from one period to the next.  For example, as stated above, the 

Federated Plan equity portfolio yielded about 11.7 percent per year from 1984-85 

to 1993-94 while the Police and Fire Plan equity portfolio yielded about 14.0 

percent per year and the S&P 500 yielded about 15.1 percent.  However, annual 

yields on the S&P 500 varied from a loss of 6.9 percent in 1987-88 to a gain of 

35.8 percent in 1985-86.  Table 10 compares the yields of the retirement funds to 

the S&P 500 from 1984-85 through 1993-94. 
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TABLE 10 
 

RETIREMENT FUNDS' EQUITY PORTFOLIO RESULTS FROM 1984-85 TO 1993-94 
 

  
Federated

Police and 
Fire 

S&P 500 
Index Rate 

1984-85 25.6% 25.3% 31.0% 
1985-86 34.5% 35.0% 35.8% 
1986-87 8.3% 21.3% 25.2% 
1987-88 (7.2%) (6.9%) (6.9%) 
1988-89 16.9% 19.2% 20.5% 
1989-90 14.2% 14.5% 16.4% 
1990-91 6.8% 4.8% 7.4% 
1991-92 10.3% 11.2% 13.5% 
1992-93 13.1% 17.2% 13.6% 
1993-94 0.1% 4.4% 1.4% 

Average Rate of Return 12.3% 14.6% 15.8% 
Annualized Rate of Return 11.7% 14.0% 15.1% 

 It should be noted that although the Police and Fire Plan's equity portfolio 

outperformed the S&P 500 in 1992-93 and 1993-94, its average yield for the ten-

year period underperformed the S&P 500.  In addition, the Federated Plan's equity 

portfolio underperformed the S&P 500 every year for the last ten years. 

 
The Majority Of Investment Managers 
Have Underperformed The Performance Measures Stipulated 
In The Retirement Funds' Investment Policies 

 Police And Fire Plan Investment Manager Performance 

 The Police and Fire Plan investment policy stipulates minimum performance 

standards for its investment managers.  Managers are expected to achieve these 

results over a rolling five-year time period or a full market cycle.  The minimum 

standards include the following performance rankings: 
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• Equity and fixed income managers must rank in the top third of equity and 
fixed income managers, respectively, (rank number 1 to 33) and 

• International equity, international bond, and real estate managers should 
rank in the top half of international equity, international bond, and real 
estate managers, respectively, (rank number 1 to 50).  

In addition, managers must exceed the performance of specified market indexes: 

• Equity managers should exceed the performance of the S&P 500;  

• Bond managers should exceed the Salomon Brothers Broad Investment 
Grade Bond Index;6 

• International equity managers should exceed the performance of the 
Morgan Stanley Capital International EAFE Index;7 

• International bond managers should exceed the Salomon Brothers World 
Government Bond Index; and 

• Real estate managers should exceed the National Council of Real Estate 
Investment Fiduciaries (NCREIF) index. 

Finally, managers must not assume risk in excess of relevant markets without 

corresponding increases in returns. 
 
 Police And Fire Plan Investment Managers--Deficient Rankings 

 SEI Capital Resources is the investment advisor to the Police and Fire Plan's 

retirement board.8  Table 11 summarizes the individual investment manager 

                                           

6 The Salomon Brothers Broad Investment Grade Bond Index is a composite of institutionally traded U.S. Treasury, 
agency, mortgage, and corporate securities. 
 
7 The Morgan Stanley Capital International (MSCI) EAFE Index is a composite of approximately 1,000 equity 
securities representing the stock exchanges of Europe, Australia, New Zealand, and the Far East. 
 
8 SEI has been notified that it was not selected as a finalist in the new advisor selection process; it is SEI's 
understanding that it will be terminated upon receipt of its final June 30, 1995, reports. 
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rankings as of December 31, 1994, that SEI Capital Resources provided to the 

Police and Fire Plan's retirement board. 

TABLE 11 
 

POLICE AND FIRE PLAN'S INVESTMENT MANAGER 
INDIVIDUAL RANKINGS AS OF DECEMBER 31, 1994   

 Specified 
Minimum 

Ranking 
(Highlighted numbers indicate deficient ranking) 

 Performance
Ranking 

Last 
Quarter 

Last 2 
Quarters

Last 3 
Quarters

Last 
Year 

Last 2 
Years 

Last 3 
Years 

Last 5 
Years

Domestic Stocks 
IAI Houston 1 to 33 16 12 22 44 68 90 69 
Chancellor 1 to 33 16 13 41 43    
Galleon 1 to 33 87 58 98     
Woodford 1 to 33 30 33 68     
Brinson 1 to 33 87 71 29 38    
Boston Company 1 to 33 56 70 58 41    
Seneca 1 to 33 52 56 71     
Rhumbline 1 to 33 21 28 27 27 45   
IAI Minneapolis 1 to 33 n/a n/a n/a n/a    
Apodaca-Johnston 1 to 33 n/a n/a n/a     

Domestic Bonds 
Scudder 1 to 33 6 12 53 65 31 20 14 
Putnam 1 to 33 19 31 38 62 50   
Smith Graham 1 to 33 24 3 18 17 47   
Cisneros 1 to 33 n/a n/a n/a n/a    

International Stocks 
Baring International 1 to 50 64 38 50 69 62 25  

International Bonds 
Global Advisors 1 to 50 n/a n/a n/a n/a n/a n/a  

Real Estate 
NBS Realty 
Advisors 

1 to 50 n/a n/a n/a n/a n/a n/a n/a 

 
Source:  SEI Performance Measurement Report for December 31, 1994 
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 As Table 11 shows, as of December 31, 1994, most of the Police and Fire 

Fund's domestic equity managers were underperforming their peers according to 

the latest available information about equity fund rankings.  Specifically, only one 

of 11 reported stock and bond managers ranked within the top third of similar 

investment managers.  In addition, only one of the Fund's global and real estate 

managers ranked in the top half of similar investment managers.  It should be noted 

that the Fund retained only one bond manager and one equity manager for the 

entire five-year period shown in Table 11.  Further, the investment advisor did not 

provide rankings for two of the equity managers the Fund used during the five-year 

period in Table 11.  Table 12 summarizes these results. 

TABLE 12 
 

NUMBER OF POLICE AND FIRE PLAN INVESTMENT MANAGERS 
THAT MET INVESTMENT POLICY PERFORMANCE OBJECTIVES 

FOR RANK AS OF DECEMBER 31, 1994 
 

 
 

Asset Type 

Ranking  
Specified In 

Investment Policy 

Number Of Managers 
Meeting The Ranking 

Requirement* 

Stocks Top Third 0 out of 8 reported 

Bonds Top Third 1 out of 3 reported 

Global bonds Top Half 0 reported 

Global equities Top Half 1 out of 1 reported 

Real estate Top Half 0 reported  

   Portfolio Total  2 out of 12 reported 
 

* Based on a rolling five-year basis or the longest time period available. 
 



- Page 29 - 

 Police And Fire Plan Investment Managers--Deficient Returns 

 In addition to deficient investment manager rankings, the majority of the 

Police and Fire Fund's managers underperformed their indexes during 1994.  In 

fact, only 3 of the 12 managers reporting returns for the entire year beat their 

indexes and only three reporting managers have been with the fund for a full five 

years.  Of those, Scudder (domestic bonds) was outperforming its index on a 

rolling five-year basis as of December 31, 1994.  Conversely, Investment Advisors 

Houston's (domestic stocks) five-year rate of return of 8.1 percent fell below the 

S&P 500 rate of return of 8.7 percent.  Table 13 summarizes these deficiencies. 
TABLE 13 

 
NUMBER OF POLICE AND FIRE PLAN INVESTMENT MANAGERS 

THAT MET RATE OF RETURN PERFORMANCE OBJECTIVES 
SPECIFIED IN THE INVESTMENT POLICY 

AS OF DECEMBER 31, 1994 
 

 
 
 
 

Asset Type 

 
Index Specified 

In The 
Investment 

Policy 

 
1-Year 

Index 
Rate Of 
Return 

Number Of 
Managers Meeting 

That Rate Of 
Return  

During 1994 

 
5-Year 

Index 
Rate Of 
Return 

Number Of 
Managers Meeting 

That Rate Of 
Return Over A  
5-Year Period 

Stocks S&P 500   1.3% 1 out of 6 reported 8.7% 0 out of 1 reported 

Bonds Salomon Broad (2.9%) 2 out of 4 reported 7.8% 1 out of 1 reported 

Global bonds Salomon World 2.3% 0 out of 1 reported 9.7% 0 reported 

Global equities MSCI EAFE 7.8% 0 out of 1 reported 1.5% 0 reported 

Real estate NCREIF n/a 0 reported  n/a 0 reported  

  Portfolio Total   3 out of 12 reported  1 out of 2 reported 
 

 Federated Plan Investment Manager Performance 

 The Federated Plan investment policy also establishes performance 

objectives for its portfolio managers.  Specifically, it stipulates that they 
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• Rank in the top half of managers investing in the same broad class of 
investments (rank number 1 to 50); 

• Rank in the top half of investment managers utilizing a similar 
investment style (rank number 1 to 50); and  

• Achieve returns that exceed the appropriate indexes.  

 Callan Associates is the investment advisor to the Federated Plan's 

retirement board.  Table 14 summarizes the rankings of the Federated Plan 

investment managers as of December 31, 1994, that Callan Associates provided to 

the Federated Plan's retirement board. 

TABLE 14  
FEDERATED PLAN INVESTMENT MANAGER RANKINGS 

WITHIN THE ASSET CLASS AS OF DECEMBER 31, 1994 
 

 Specified 
Minimum 

Ranking 
(Highlighted numbers indicate deficient ranking) 

 Performance
Ranking 

Last 
Quarter 

 
Last Year 

Last 2 
Years 

Last 3 
Years 

Last 5 
Years 

Domestic Equities 
ANB Investment 
Management 

1 to 50 29 38 61   

Bjurman 1 to 50 35 95    
Bond, Procope 1 to 50 67 95 100   
Chancellor 1 to 50 21 65 84   
Smoot 1 to 50 26 65 n/a 73 90 
Thompson 1 to 50 63 65 n/a 58 63 
Wilmington 1 to 50 47 56 n/a 42 69 

Domestic Bonds 
Scudder 1 to 50 8 73 n/a 36 32 

International Equities 
PCM International 1 to 50 77 41 95 96  

International Bonds 
Putnam International 1 to 50 94 78 73 59  

Real Estate 
NBS Realty Advisors 1 to 50 100 95 n/a 39 12 

 
Source:  Callan Associates Investment Measurement Review as of December 31, 1994. 
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Federated Plan Investment Managers--Deficient Rankings 

 As shown in Table 14, the performance of all seven of the Federated Plan 

equity managers ranked in the bottom half of a broad database of domestic equity 

managers on a rolling five-year basis or the longest time period available.  

Furthermore, as shown in Table 15, their rankings did not improve significantly 

when compared to managers with similar investment styles.  It should be noted that 

the equity manager that ranked 100th out of 100 equity managers based on two-

year annualized performance (Bond, Procope) has been terminated. 

TABLE 15 
 

NUMBER OF FEDERATED PLAN INVESTMENT MANAGERS 
THAT MET INVESTMENT POLICY PERFORMANCE OBJECTIVES 

FOR RANK AS OF DECEMBER 31, 1994 
 

 
 
 

Asset Type 

Number Of Managers 
Ranking In The Top Half  

Of Managers In Their  
Asset Class* 

Number Of Managers 
Ranking In The Top Half Of 

Managers  
With Similar Styles* 

Stocks 0 out of 7 reported 0 out of 7 reported 

Bonds 1 out of 1 reported 1 out of 1 reported 

Global bonds 0 out of 1 reported 0 out of 1 reported 

Global equities 0 out of 1 reported 0 out of 1 reported 

Real estate  1 out of 1 reported  1 out of 1 reported 

   Portfolio Total 2 out of 11 reported 2 out of 11 reported 
 

*  Number of managers meeting that ranking on a rolling five-year basis or the longest time period available. 

 Federated Plan Investment Managers--Deficient Returns 

 In addition to deficient investment manager rankings, the majority of the 

Federated Fund's managers underperformed the market indexes during 1994.  In fact, 

only one of the 11 managers reporting returns for the entire year (ANB Investment 

Management) beat the indexes in 1994.  However, four managers (Thompson, 
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Wilmington, Scudder, and NBS) were beating the indexes' five-year rates of return as 

of  December 31, 1994.  It should be noted that only five managers have been with 

the Federated Fund for five years or more.  Table 16 summarizes these results. 

TABLE 16 
 

NUMBER OF FEDERATED PLAN INVESTMENT MANAGERS 
THAT MET INVESTMENT POLICY PERFORMANCE OBJECTIVES 

FOR RATE OF RETURN AS OF DECEMBER 31, 1994 
 

 
 
 
 

Asset Type 

 
 

Index Specified 
In The 

Investment Policy 

1994 
Market 
Index 

Rate Of 
Return 

 
 

Number Of Managers 
Meeting That Rate Of 
Return During 1994 

5-Year 
Market 
Index 

Rate Of 
Return 

 
Number of Managers 

Meeting That Rate 
Of Return Over A 

5-Year Period 
Stocks S&P 5009 1.3% 1 out of 7 reported  8.7% 2 out of 3 reported 

Bonds Salomon Broad9 (2.9%) 0 out of 1 reported 7.8% 1 out of 1 reported 
Intl Bonds Salomon Non-US10 6.0% 0 out of 1 reported 11.4% 0 reported 

Intl Stocks MSCI EAFE 7.8% 0 out of 1 reported 1.5% 0 reported 
Real Estate NCREIF 4.6% 0 out of 1 reported (0.5%) 1 out of 1 reported 
  Portfolio Total   1 out of 11 reported  4 out of 5 reported 
 
 
The Retirement Plans Do Not Have A Formal Probationary 
Process For Investment Managers 

 The retirement plans do not have a formal probationary process for 

investment managers whose performance has been deficient.  When concerns are 

raised about a portfolio manager's performance, the Retirement Program 

(Retirement) staff puts the manager on an informal "watch list."  Although 

Retirement staff stays in contact with those managers on the watch list, there is no 

formal process for the Retirement staff regarding maintaining and reporting on the 

                                           

9 Note that the investment policy specifies "appropriate index" but not one particular index. 
 
10 The Salomon Brothers Non-U.S. World Bond Index consists of non-U.S. government bonds, Eurobonds, and 
foreign bonds rated at least AA. 
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managers on the watch list.  Further, Retirement staff does not regularly publish 

the watch list for the retirement boards to review even though a portfolio manager 

may not be meeting its investment policy performance benchmarks.   

 Both the Federated Fund and Police and Fire Fund have investment policies 

that state that investment managers are expected to achieve performance goals over 

a rolling five-year time period or a full market cycle.  For example, the Federated 

Plan investment policy states that 

Investment performance will be measured quarterly but it is not expected that 
the performance goals identified below will be satisfied in any single quarter 
or year.  It is expected that these goals will be satisfied over a rolling five-year 
period or a full market cycle.  However, action by the Board with regard to 
retention or dismissal of investment managers is not precluded by virtue of 
these time periods. 

 Each of the eight investment manager contracts we reviewed contained a 30-

day termination clause.  In addition, the funds' investment advisors provide 

quarterly assessments of investment manager performance.  Furthermore, the 

Retirement administrator recently forwarded to the retirement boards a 

recommendation to 

Use the guidelines set forth in the Investment Policy to judge the performance 
of investment managers and adhere to that when determining to terminate an 
investment manager.  Apply the same guidelines during interim periods, and if 
managers fail to meet them, they should be reviewed for other larger changes 
that may be causing poor performance [and] terminated if necessary. 

 The above policy and recommendation notwithstanding, the plans do not 

have established investment manager probationary or disciplinary procedures.  

During our surveys of other jurisdictions, we found that the investment manual of 

the San Diego City Employees' Retirement System describes the process for 

dealing with investment manager deficient performance.  San Diego's performance 
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objectives for investment managers are similar to those of San Jose's retirement 

plans.  The manual outlines a formal probationary process: 

In any quarter in which manager performance falls more than 25% below the 
established objective for an equity manager or more than 10% below the 
established objective for a fixed income manager, that manager may be 
flagged for ongoing performance monitoring and review.  This review process 
shall also consider manager performance relative to other managers of a 
similar investment style.  Once a manager has been flagged for ongoing 
performance tracking, the following procedures shall be followed: 
 
• For two consecutive deficient quarters or two within the last six - The 

manager shall be provided written communication expressing the Board's 
concern over the underperformance. 

 
• For three consecutive deficient quarters or three within the last eight - The 

manager shall be directed to appear before the Investment Committee on the 
next available meeting date to explain the reasons for the underperformance 
and indicate what actions are being taken to correct the situation. 

 
• For four consecutive deficient quarters or four within the last nine - The 

Investment Committee should consider the appropriateness of termination of 
that manager. 

 The State Teachers Retirement System (STRS) judges manager performance 

on similar criteria.  Each manager must 

(1) Beat the S&P 500 by 200 basis points (equity managers); otherwise, the 
fund is better off indexing; 

(2) Score in the 50th percentile or higher against managers with comparable 
investment styles; and  

(3) Score 100 basis points over the comparable benchmark index.   

STRS compares these statistics for three-year and five-year rolling averages.  If a 

manager does not meet two of these criteria, it is placed on a watch list.  After six 

months on the watch list, it is put on probation.  STRS spends considerable effort 

selecting investment managers, so as long as the management team stays intact, 
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STRS will give them some time to recover.  In addition, if a manager has been with 

STRS for several years, that may buy the investment manager a few additional 

months to recover.  But STRS has learned that, for whatever reason, "funds do, 

periodically, explode" and must be terminated before losses grow. 

 The importance of monitoring investment managers is reiterated in the 

GFOA publication, Investing Public Funds, which also stresses the fiduciary 

responsibility to monitor investment managers.  Specifically, 

A manager who consistently falls short of these norms should be monitored 
carefully.  As fiduciaries, fund trustees could be criticized for continuing to 
retain the services of a subpar money manager. 

In our opinion, the Retirement administrator should draft procedures to establish a 

formal investment manager probationary process for retirement board 

consideration and approval.  As with the San Diego policy, these procedures could 

lead to, but would not dictate, termination of a manager.  They should, however, 

require monthly and/or quarterly follow-up, reassessment, and reporting on the 

status of any manager whose performance has been deficient.   

Quarterly Reports On Investment Manager Performance Are Voluminous; 
Poor Performance Is Not Expressed As A Noncompliance With The Investment Policy 

 Retirement board members have recently asked the investment managers and 

investment advisors to standardize their reporting and prepare executive 

summaries.  The reports from the external managers can be voluminous.  Board 

members receive large quantities of information in a variety of formats without 

executive summaries and without specific staff recommendations.  In our opinion, 

staff and the boards should work together to devise a way to clearly point out 

deficient performance when it occurs and regularly report such incidents to the 

retirement boards as a noncompliance with the investment policy. 
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Investment Manager Contracts Do Not Specify Management Style, 
Performance Standards, Or Probationary Processes 

 Our review of eight retirement fund investment manager contracts revealed 

that 

• Management style is usually not defined in the contracts (the exceptions 
are the Rhumbline and ANB contracts that specify S&P 500 Index 
management) and 

• Although termination procedures are spelled out in the contracts (30- day 
written notice for termination and three-day notice for cessation of 
activity), specific performance criteria are not defined in the contracts.  
For example, specific performance benchmark indexes and manager 
ranking criteria are not defined in the contracts. 

Copies of Retirement's investment policies were attached to all eight of the 

contracts we reviewed.  However, for at least three of the contracts that also cite 

San Jose Municipal Code restrictions on investment, copies of those provisions 

were not attached.  In addition, none of the eight contracts we reviewed referenced, 

or included as an attachment, the City Council's Policy #0-1511 "Code of Ethics for 

Officials and Employees of San Jose" which includes a section entitled 

"Acceptance of Favors and Gratuities."  In our opinion, staff could help ensure 

that investment managers have a complete understanding of the retirement 

investment programs by revising the standard language in investment manager, 

advisor, and/or custodian bank contracts to include (1) benchmark performance 

standards, (2) a process for dealing with underperformance,  

(3) timeliness requirements for reporting, and (4) reference to City Council Policy 

                                           

11 See Appendix B for a full text of City Council Policy #0-15. 
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#0-15.  It should be noted that according to the Retirement administrator, he has 

already revised investment manager contracts to include a section on management 

style. 

 
Eight Investment Managers Have Been In Business For Less Than Ten Years  

 The San Jose Municipal Code establishes certain restrictions on investment 

counselors that the retirement boards hire.   Code sections 3.28.370 (Federated 

Plan) and 3.32.400 (Police and Fire Plan) specify that investment firms must be 

registered and prohibit hiring a "person or association who or which has not been 

continuously engaged in such business for a period of not less than ten years, 

including any immediate predecessor in interest." 

 Apparently, the Code has been interpreted to mean that experienced 

personnel could substitute for longevity of the investment management firm.  As a 

result, eight of the investment management firms the Police and Fire Plan has hired 

since 1992 have been in business for less than ten years.  They include six stock 

managers: 

• Apodaca Johnston Capital Management - founded August 1987 

• Brinson Partners - founded October 1989 

• New Amsterdam Partners - founded February 1986 

• Rhumbline - founded August 1990 

• Seneca - founded February 1992 

• Woodford - founded December 1990 

and two bond managers: 

• Cisneros - founded May 1989 

• Smith, Graham - founded March 1990 
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 In our opinion, the retirement boards should (1) reaffirm that these firms 

have sufficient experience to invest Retirement assets; (2) reassess the San Jose 

Municipal Code experience qualifications for investment; and (3) either propose 

that the language in the Code be clarified or reassess the status of these managers 

as necessary.  

 
Only One Manager Is Paid A Performance-Based Fee; 
Other Pension Plans Make Greater Use Of Performance-Based Fees 

 Most of the City's investment manager fees (whether stocks, bonds, or real 

estate) are based on the size of the portfolio.  For example, Brinson Partners 

charges the Police and Fire Plan for stock portfolio management based on the 

following formula: 

First $5 million in assets: 0.75 percent times month-end market value 

Next $10 million in assets: 0.60 percent times month-end market value 

Next $25 million in assets: 0.40 percent times month-end market value 

Next $60 million in assets: 0.25 percent times month-end market value 

 Only one of the City's portfolio managers, Chancellor, has a performance-

based fee contract.  The fee structure is based on meeting or outperforming the 

Barra Growth Index:  
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Base fee: 0.25 percent times month-end market value 

Normal fee: If returns exceed the Barra Growth Index by 
1.75 percent, the management fee is 0.5 
percent times month-end market value. 

Maximum fee: If returns exceed the Barra Growth Index by 
more than 1.75 percent, the management fee 
increases to a maximum of 0.75 percent 
times month-end market value. 

 Our review revealed that increasing numbers of pension plans are 

negotiating performance-based fee arrangements.  A 1994 survey by Institutional 

Investor revealed that 24.4 percent of respondents had negotiated performance-

based fees versus 19.5 percent in 1992.  The survey found that "Pension officers 

are bargaining harder with investment managers over fees and demanding better 

results for what they're paying." 

 STRS pays all of its domestic equity managers based on performance.  

STRS hires active equity managers in areas where they can add value, expecting 

that they will beat the market index.  STRS investment managers are typically paid 

as follows: 

Base fee: One-third of the negotiated normal fee 

Normal fee: The manager must achieve returns that exceed 
the S&P 500 by 200 basis points (2 percent) 
to receive its normal, negotiated fee.  

Performance 
fees: 

If returns exceed the S&P 500 by more than 
200 basis points, the manager shares in the 
earnings through various negotiated formulas. 
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 In our opinion, Retirement should try to motivate its external investment 

managers and reduce the costs of underperforming managers by negotiating more 

performance-based fees. 

 
The Large Number Of Investment Managers Increases Costs 
And Imposes A Considerable Burden On The Retirement Program 

 As of June 30, 1994, the Police and Fire Plan was contracting with 17 

investment managers and the Federated Plan was contracting with 11 investment 

managers.  In addition, each plan was contracting with an investment advisor, a 

custodian bank, and an actuary.  For example, the Police and Fire Plan was using 

nine domestic equity portfolio managers to manage approximately $257 million in 

assets at an annual cost of approximately $1,269,000.  Similarly, the Federated 

Plan was contracting with seven domestic equity portfolio managers to manage an 

estimated $214 million in assets at an estimated annual cost of $675,000. 

 During 1993-94, Retirement nearly doubled in size from 7 to 13 full-time 

staff members.  As part of this expansion, new staff was added to help monitor 

investments and manager performance.  However, the number of investment 

managers has also increased.  As Table 17 shows, from 1987-88 to 1993-94 both 

retirement funds dramatically increased the number of investment managers they 

were using.  The Federated Plan had five investment managers in 1987-88; by 

1993-94, the Plan had 11 investment managers.  Similarly, the Police and Fire Plan 

had five investment managers in 1987-88; by 1993-94, the Plan had 17 investment 

managers.  As a result, the average portfolio size has declined. 
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TABLE 17 
 

NUMBER OF INVESTMENT MANAGERS AND AVERAGE PORTFOLIO  
SIZE FROM 1987-88 TO 1993-94 

 
 1987-88 1988-89 1989-90 1990-91 1991-92 1992-93 1993-94

Federated Plan 

Number of investment managers 5 5 5 7 8 10 11 

Fund size (in millions) $304  $339  $375  $412  $461  $512  $554  

Average portfolio size per 
investment manager (in millions) 

 

$61  

 

$68  

 

$75  

 

$59  

 

$58  

 

$51  

 

$50  

Police and Fire Plan 

Number of investment managers 5 5 5 7 10 13 17 

Fund size (in millions) $401  $458  $513  $565  $631  $730  $806  

Average portfolio size per 
investment manager (in millions) 

 

$80  

 

$92  

 

$103  

 

$81  

 

$63  

 

$56  

 

$47  

 The proliferation of investment managers creates a tremendous amount of 

work for those staff members who are charged with 

• Monitoring the portfolios,  

• Receiving and processing quarterly performance reports and other 
correspondence,  

• Negotiating and monitoring contracts,  

• Monitoring billing and payments for services, and  

• Assessing changes in staffing at the investment house. 

 The proliferation of investment managers also increases the costs of the 

investment advisors, SEI and Callan, to measure investment manager performance.  

Further, since most investment manager fees are calculated on a sliding scale based 

on portfolio size, smaller portfolios result in proportionately higher fees.  Thus, 
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when the City reduces the average size of its portfolios, it effectively increases its 

administration costs.  For example, using a typical fee schedule, the management 

fee for a $100 million portfolio would be $347,500 per year while the management 

fees for two separate $50 million portfolios would be $445,000 per year, or nearly 

$100,000 more, as shown below. 

 
 Calculated Fees 
 

Fee Schedule 
$100 Million 

Portfolio 
Two $50 Million 

Portfolios 

First $5 million at 0.75%  $37,500 $37,500 x 2 = $75,000

Next $10 million at 0.60%  60,000 60,000 x 2 = 120,000

Next $25 million at 0.40%  100,000 100,000 x 2 = 200,000

Next $60 million at 0.25%    150,000 25,000 x 2  = 50,000

Total  $347,500 $445,000
 

 Each Retirement Fund Has Duplication In Management Styles 

 An important reason for contracting with several investment managers is for 

diversification of assets.  However, we found that both retirement funds have 

duplication in management styles.  At a recent meeting of the Police and Fire Plan 

retirement board, the investment advisor noted that "Investment Advisors/Houston 

and Chancellor overlap in the Large Cap Growth sector," "Boston Company and 

Brinson Partners overlap in the Large Cap Value sector," and recommended that 

the board look at that duplication in management styles from a fee standpoint.  For 

example, Table 18 shows that the Police and Fire Fund has three "large cap value" 

managers and three "large cap growth" managers. 
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TABLE 18 
 

RETIREMENT FUNDS' INVESTMENT MANAGERS AS OF JUNE 30, 1994 
 

Asset Class Management Style Police and Fire Federated 
Domestic Equities Index manager Rhumbline ANB 

 Large cap - Value Boston Co. 
Brinson 
Seneca 

 

 Large cap - Growth Chancellor 
Galleon 
IAI Houston 

Bond, Procope
Chancellor 

 Value (Top down)  Smoot 
Thompson 

 Value (Bottom up)  Wilmington 
 Small cap Apodaca-Johnson  
 Small cap - growth IAI Minnesota Bjurman 
 Mid cap growth (Top down) Woodford  

Domestic Bonds Active duration Scudder Scudder 
 Short/intermediate duration Cisneros  
 Short/income Putnam  
 Short/government and agency Smith, Graham & Co  

International 
Equities 

Core equity Baring PCM 

International Bonds Core fixed income Global Putnam 
Real estate Property management NBS NBS 

 The Retirement Funds May Be Able To Pool Assets And/Or Consolidate Managers 

 The retirement plans could reduce the number and cost of investment 

managers by pooling assets and/or negotiating contracts on the combined market 

value of the portfolios.  For example, the plans have successfully pooled their real 

estate investments under the guidance of one real estate manager; the one percent 

annual management fee is split 50/50 between the funds.  In addition, both plans 

use Chancellor Capital Management Inc. to manage a portion of their equity 

portfolios; the quarterly management fee is based on the combined market value of 

the two portfolios. 
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 Most Equity Portfolios Use Fewer Investment Managers 

 The investment advisor for the Police and Fire Fund recently pointed out to 

its board that "The average number of managers for a $250 million equity portfolio 

is 5.  San Jose Police & Fire has 9."  Furthermore, according to a March 1995 

article in Institutional Investor, cost pressures are forcing pension departments to 

"slim down, outsource and consolidate their external managers."   

Meanwhile, cost pressures are also leading funds to reduce the number of 
external managers they use.  Leading the trend was AT&T Corp., which began 
trimming away external managers in the early 1980s.  Since then it has cut its 
external managers from 112 to less than 50, who manage most of a plan that's 
grown to $60 billion . . .. 
 
[In addition,] if there are too many suppliers . . . pension funds can't find time 
to monitor the relationships . . .. 
 
As a result of a TQM effort begun in 1991, the $11.8 billion Bell Atlantic Corp. 
fund has pared both the number of external managers and the fee totals by 50 
percent and significantly increased its use of indexing.  The trend has been to 
consolidate money managers and consultants to deliver higher returns at 
comparable levels of risk in a more cost-efficient manner . . .. 

 As a result of these factors, the retirement funds may be able to reduce 

administrative costs without impacting yields by (1) pooling assets between the 

funds, (2) eliminating duplication in management styles, and (3) reducing the 

number of investment managers. 

 
Most Public Pension Plans Have A Larger Portion  
Of Their Portfolios Invested In Equity Indexes 

 A recent nationwide survey showed that more than half of the public pension 

plans had more than 10 percent of their portfolios invested in equity indexes.  In 

addition, according to an article in Institutional Investor,  
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Use of low-cost equity indexing grew 19 percent a year from 1985 through 
1993 among corporate plan sponsors and an even higher 25 percent among 
government sponsors . . ..  In all, about one quarter of the pension universe 
today is invested in indexed accounts . . ..  These gains . . . ought to send a 
chill up the spine of active managers who don't consistently beat their 
benchmark index -- which at any given moment is roughly half the 
management universe. 

 Furthermore, the investment managers who are hired to manage the 

portfolios frequently end up approaching the indexes in aggregate.  One reason for 

this is that risk is typically measured in terms of deviation from the overall market's 

rate of return.  By indexing, the investor is assured of the market's rate of return.  

In that sense, indexing is less risky than assuming that one will be lucky enough or 

smart enough to beat the market.  Nonetheless, according to Forbes magazine, 

pension funds spend $9 billion a year on money managers. 

But, overall, active money management is a losing game.  On an average day 
about half of the trading on the New York Stock Exchange is done by pension 
fund managers.  Thus, increasingly, pension funds and other institutional 
investors are the market.  By definition, the market cannot beat the market. 

 In the long run, the S&P 500 has outperformed the major institutional 

investors. 

Small wonder that many institutional investors, including Exxon, Ford, 
American Telephone and Telegraph, Harvard University, the College 
Retirement Equity Funds, and the New York State Teachers Association, have 
put substantial portions of their assets into index funds.  In 1977, $1 billion in 
assets were invested in index funds.  By 1990, literally hundreds of billions of 
dollars of institutional funds were "indexed." 

 Moreover, the two largest California State pension plans, PERS and STRS, 

have indexed approximately 80 percent of their domestic equity portfolios.  As of 

June 1993, PERS held $25.8 billion in domestic equities (33.4 percent of its 

portfolio) of which  $20.7 billion (80 percent) was indexed.  
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 PERS manages the indexed portion of its portfolio internally.  According to 

its 1993 Annual Investment Report, 

This year marked the first full 12-month period in which the internal equity 
portfolio was managed using the Wilshire 2500 Index as its sole benchmark.  
South Africa-related companies were excluded, as well as non-US.-domiciled 
companies, despite being traded on U.S. exchanges.  This index was selected 
for replication because it gives the equity portfolio broad exposure to almost 
all capitalization sectors of the domestic economy.  The portfolio comprised 
approximately 27 percent of all our investments and 80 percent of the domestic 
equity portfolio.  Using indexing as a portfolio management method is 
advantageous because of its consistency of meeting return expectations and 
the ability to invest large sums very efficiently. 

 The other 20 percent ($5.1 billion) of the PERS domestic equity portfolio is 

managed externally.  According to the 1993 Annual Investment Report, 

A separate portion of the domestic equity portfolio is managed by 18 external 
managers whose purpose is to achieve returns in excess of those obtained by 
the South Africa Free S&P 500.  The selection of external managers affords 
the Board the opportunity to acquire portfolio management and trading 
expertise not available internally. 

 
 
 The City's Retirement Funds Have Only 5 To 6 Percent 
 Of Their Domestic Equity Portfolios Under Passive Equity Management 

 In December 1987, the City Auditor reported that during the previous five 

years the retirement funds' equity managers had earned about $13 million less than 

the S&P 500.  The City Auditor recommended that 

The Retirement Plan Boards consider making a strategic change from active 
equity management to passive management for a portion of their equity 
portfolio.  Should they conclude such a change is in the best interest of the 
City, they should recommend appropriate Code revisions to the City Council. 

The recommendation was adopted and implemented.  In 1991-92, the Federated 

Plan funded American National Bank as an S&P 500 Index fund, and in 1992-93 

the Police and Fire Plan funded Rhumbline to fully replicate the S&P 500.  
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However, as of December 31, 1994, only 5 to 6 percent of the retirement funds' 

domestic equity portfolios were being passively managed. 

 
Investing In An Equity Index Fund Over The Past Ten Years 
Would Have Earned The Retirement Funds 
An Additional $72.8 Million And Saved About $10 Million 
In Management Fees Paid To Equity Managers 

 Our review revealed that in spite of hiring a total of 21 domestic equity 

investment managers over the past ten years, the retirement funds' domestic stock 

portfolios have earned substantially less than the S&P 500 Index.  Since 1984-85, 

the Federated Plan's and the Police and Fire Plan's domestic stock portfolios have 

underperformed the S&P 500 by approximately $31.9 million and $5.6 million, 

respectively.  We estimate that the cumulative cost to the retirement funds is $72.8 

million in foregone earnings, assuming that foregone earnings were reinvested at 

the S&P 500 rate.  Table 19 summarizes the performance of the equity portfolios 

compared to the S&P 500. 
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TABLE 19 
 

COMPARISON OF DOMESTIC EQUITIES PORTFOLIO PERFORMANCE 
TO S&P 500 PERFORMANCE FROM 1984-85 TO 1993-94 

 
 Market 

Value at 
Beginning of 

Year12 
(In millions) 

 
 
 

Total  
Yield13 

 
Estimated 
earnings at 
Yield Rate

(In millions)

 
 
 

S&P 500 
Index Rate

 
Estimated 
earnings at 
Index Rate 

(In millions) 

 
 
 

Difference
(In millions)

 
 

Cumulative 
difference

(In millions)
FEDERATED   
1984-85 $  42.0 25.6% $ 10.8 31.0% $13.0 ($2.3) ($2.3) 
1985-86 48.0 34.5% 16.6 35.8% 17.2 (0.6) ($3.7) 
1986-87 76.0 8.3% 6.3 25.2% 19.2 (12.8) ($17.5) 
1987-88 107.0 (7.2%) (7.7) (6.9%) (7.4) (0.3) ($16.6) 
1988-89 104.0 16.9% 17.6 20.5% 21.3 (3.7) ($23.7) 
1989-90 122.0 14.2% 17.3 16.4% 20.0 (2.7) ($30.3) 
1990-91 141.0 6.8% 9.6 7.4% 10.4 (0.8) ($33.4) 
1991-92 152.0 10.3% 15.7 13.5% 20.5 (4.9) ($42.8) 
1992-93 181.0 13.1% 23.7 13.6% 24.6 (0.9) ($49.5) 
1993-94     212.0 0.1%      0.2 1.4%      3.0     (2.8) ($53.0) 

Subtotal $1,185.0 $110.0  $141.8 ($31.9) ($53.0) 
Total gain (loss)  9.3%  12.0% (2.7%)  

POLICE AND 
FIRE 

  

1984-85 $49.0 25.3% $12.4 31.0% $15.2 ($2.8) ($2.8) 
1985-86 56.0 35.0% 19.6 35.8% 20.0 (0.4) ($4.2) 
1986-87 95.0 21.3% 20.2 25.2% 23.9 (3.7) ($9.0) 
1987-88 135.0 (6.9%) (9.3) (6.9%) (9.3) 0.0 ($8.4) 
1988-89 142.0 19.2% 27.3 20.5% 29.1 (1.8) ($12.0) 
1989-90 167.0 14.5% 24.2 16.4% 27.4 (3.2) ($17.1) 
1990-91 197.0 4.8% 9.5 7.4% 14.6 (5.1) ($23.5) 
1991-92 204.0 11.2% 22.8 13.5% 27.5 (4.7) ($31.3) 
1992-93 235.0 17.2% 40.4 13.6% 32.0 8.5 ($27.1) 
1993-94     257.0 4.4%    11.3 1.4%      3.6    7.7 ($19.8) 

Subtotal $1,537.0 $178.4 $184.0 ($5.6) ($19.8) 
Total gain (loss)  11.6% 12.0% (0.4%)  

      
Total $2,722.0 $288.4 $325.9 ($37.5) ($72.8) 

Total gain (loss)  10.6% 12.0% (1.4%)  

                                           

12 Market value of equity portfolios taken from Retirement Program annual reports. 
 
13 Yields taken from SEI and Callan performance measurement reports for June 30 of each year;  Police and Fire 
Plan equity returns for 1985-86 and 1990-91 are a weighted average of their equity manager returns for those years. 
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 As is shown in Table 19, use of an indexed fund would have generated an 

additional $53 million for the Federated Fund and $19.8 million for the Police and 

Fire Fund over the last ten years--a total of $72.8 million in foregone earnings for 

both funds. 

 In addition to the foregone earnings shown in Table 19, we have estimated 

that the retirement funds would have saved up to $10.5 million in equity manager 

fees over the same ten-year period if both funds' equity portfolios had been 

invested in index funds as shown below. 

TABLE 20 
 

FEDERATED FUND AND POLICE AND FIRE FUND 
EQUITY MANAGER FEE SAVINGS OVER TEN YEARS 

 
 Federated Police and Fire Total 

Total equity portfolios over last 10 years  $1,185,000,000  $1,537,000,000  $2,722,000,000 

Estimated active management fee* 0.33% 0.52%  

     Estimated fee  $3,910,500  $7,992,400  $11,902,900

Estimated index management fee* 0.05% 0.05%  

    Estimated fee  $592,500  $768,500  $1,361,000

        Difference  ($3,318,000)  ($7,223,900)  ($10,541,900)
 
*  Estimated fee rates based on 1994-95 equity manager fee schedules. 

 Our estimate of saved equity manager fees is based upon current fee 

schedules applied retroactively against the total market value of equity investments 

over the last ten years.  It should be noted that given the uncertainty as to when the 

estimated equity management fees shown above would have been paid over the last 

ten years, we did not assume that saved equity manager fees would be reinvested to 

generate additional investment income.  By so doing, we have conservatively stated 

the impact to the funds of paying equity management fees. 
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Additional Earnings And Fee Savings Would Have Improved 
Upon The Funded Status Of Both Retirement Plans As Of June 30, 1993 

 Investing in an index fund from 1984-85 through 1993-94 would have improved 

upon the funded status of both retirement plans.  Specifically, as of June 30, 1993, the 

Federated Plan and Police and Fire Plan were funded as follows: 
 

TABLE 21 
 

FUNDED STATUS OF RETIREMENT PLANS AS OF JUNE 30, 1993 
 

 Federated Police and Fire Total 
Net assets available for benefits  $512,210,000  $730,149,000  $1,242,359,000 
Pension benefit obligation    629,713,000    719,519,000    1,349,232,000 
         Funded (Unfunded)  ($117,503,000)  $10,630,000  ($106,873,000)
         Funded status 81.3% 101.5% 92.1% 

 From 1984-85 through 1992-93, we estimate that cumulative increased 

earnings and fee savings from using an index fund would have been $52 million 

for the Federated Plan and $33 million for the Police and Fire Plan.  As a result, the 

use of an index fund would have improved the funded position of both plans by an 

indeterminate, albeit substantial, percentage as of June 30, 1993.  The exact 

percentage improvement in funding for the two plans cannot be estimated 

accurately given the cost basis methodology14 used to estimate the "net assets 

available for benefits" shown above in Table 21. 

                                           

14 Investments in debt securities are recorded at cost, adjusted for the amortization of premiums and discounts (the 
difference between purchase cost and maturity value), over the remaining life of the issue using a method which 
approximates the effective interest method, subject to adjustment for market declines judged to be other than 
temporary.  Investments in equity securities are recorded at cost, subject to adjustment for market declines judged to 
be other than temporary.  Gains or losses on investment securities are recognized as of the trade date on a weighted 
average cost basis.  Investment income is recognized as earned.  Investments in real estate are stated at cost less 
accumulated depreciation, calculated on a straight-line basis over the useful lives of the related property 
improvements.  Rental income is recognized as earned, net of expenses.  [Source:  Annual audited financial 
statements]. 
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The Retirement Funds Could Earn Up To $7.1 Million Annually 
By Indexing Their Domestic Stock Portfolios 

 The retirement plans held $508.1 million in domestic equities as of 

December 31, 1994.  As shown in Table 19, the equity portfolios have 

underperformed the S&P 500 by 1.4 percent over the past ten years.  Specifically, 

the Federated Plan's and Police and Fire Plan's equity portfolios earned 2.7 percent 

less and 0.4 percent less than the S&P 500, respectively.  If that trend were to 

continue, the equity portfolios could earn up to 1.4 percent, or  

$7.1 million more per year, if they were indexed.   

 Federated Plan (2.7 percent of $222.3 million) $6.0 million 

 Police and Fire Plan (0.4 percent of $285.8 million)   1.1 million 

         Total $7.1 million 

 It should be noted that for purposes of calculating the additional earnings the 

retirement funds would have earned by indexing, we used the actual annual rates of 

return.  By so doing, our estimate of additional earnings is conservative.  For 

example, had we used another acceptable method, such as average rate of return, 

our estimate would have been substantially higher. 

 
The Retirement Funds Could Save Up To $1.9 Million Annually 
In Management Fees By Indexing Their Domestic Stock Portfolios 

 In addition to increased earnings, the retirement funds could dramatically 

reduce their management fees by indexing their domestic stock portfolios.  The 

Federated Plan's and the Police and Fire Plan's domestic stock portfolios are  

95 and 94 percent actively managed, respectively.  Generally speaking, active 

management is more expensive than passive or indexed portfolio management.  In 

fact, STRS estimates that active management of its domestic equity  
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portfolio costs 20 times more than passive management.  The difference in costs 

for the City, though not as extreme, is still dramatic.  For example, as of December 

31, 1994, American National Bank was managing a $12 million portfolio for the 

Federated Plan for approximately $15,000 per year, while Bjurman (one of the six 

active domestic equity managers) was managing a $14.7 million portfolio for 

approximately $132,000 per year.  Thus, American National Bank was charging 

approximately 13 basis points per year (0.13 percent of assets) and Bjurman was 

charging approximately 90 basis points per year (0.90 percent of assets).  In 1994, 

the American National Bank portfolio yielded 1.37 percent; the Bjurman portfolio 

showed a loss of 8.18 percent.  The reason for paying for active managers is to beat 

the market; however, in this case, the additional cost did not yield additional 

income. 

 We have estimated the potential fee savings from increased use of domestic 

stock index managers.  The two retirement funds pay approximately $2.1 million 

per year in domestic equity management fees.  As Table 22 shows, we estimate that 

the retirement funds could save up to $1.9 million annually by indexing their 

domestic stock portfolios. 
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TABLE 22 
 

ESTIMATED FEE SAVINGS FROM INCREASED USE  
OF DOMESTIC STOCK INDEX MANAGERS BASED  

ON PORTFOLIO MARKET VALUE AS OF DECEMBER 31, 1994 
 
Federated Plan Domestic Stock Portfolio 
Proportion indexed 5% 25% 50% 80% 100%
Actively managed portfolio $210,300,000 $166,725,000 $111,150,000 $44,460,000 $0 
Indexed portfolio 12,000,000 55,575,000 111,150,000 177,840,000 222,300,000 

 $222,300,000 $222,300,000 $222,300,000 $222,300,000 $222,300,000 
Estimated active management fee15 0.33% 0.33% 0.33% 0.33% 0.33%

Estimated index management fee16 0.10% 0.07% 0.05% 0.04% 0.03%
Estimated total annual fees $696,844 $582,209 $414,550 $207,920 $70,167 

Estimated annual savings $114,635 $282,294 $488,924 $626,677 

Police and Fire Plan Domestic Stock Portfolio  
Proportion indexed 6% 25% 50% 80% 100%
Actively managed portfolio $268,100,000 $214,350,000 $142,900,000 $57,160,000 $0 
Indexed portfolio 17,700,000 71,450,000 142,900,000 228,640,000 285,800,000 

 $285,800,000 $285,800,000 $285,800,000 $285,800,000 $285,800,000 
Estimated active management fee15 0.52% 0.52% 0.52% 0.52% 0.52%
Estimated index management fee16 0.07% 0.05% 0.05% 0.04% 0.04%
Estimated total annual fees $1,405,285 $1,153,501 $812,059 $399,900 $124,175 

Estimated annual savings $251,784 $593,226 $1,005,386 $1,281,110 
   

Combined total annual fees $2,102,129 $1,735,710 $1,226,609 $607,820 $194,342 
Combined estimated annual savings $366,419 $875,520 $1,494,309 $1,907,787 

 

                                           

15 Estimated active management fee rates as of June 30, 1994.  Percentages have been rounded for presentation 
purposes. 
 
16 Estimated index management fees are based on current contracts with ANB (Federated Plan) and Rhumbline 
(Police and Fire Plan).  Percentages have been rounded for presentation purposes. 



- Page 54 - 

 Brokerage Costs 

 It should also be noted that index managers typically do less trading of equities; 

as a result, their brokerage or commission costs are less.  We estimate that the funds 

are incurring approximately $800,000 per year in commissions.  However, these 

brokerage fees are paid from the investment manager accounts; they are not billed 

separately to the retirement plans.  As a result, brokerage costs are reflected in the 

reduced yields of the active equity managers.  In other words, investment manager 

yields are net of brokerage costs but not net of management fees. 
 
CONCLUSION 

 The $1.4 billion portfolios of the Federated Employees' Retirement Fund and 

Police and Fire Department Retirement Fund are managed by a large number of 

external investment management teams.  Our review revealed that the majority of 

investment managers have underperformed the performance objectives outlined in 

the retirement funds' investment policies and that the retirement plans do not have a 

formal probationary process for investment managers.  In addition, only one 

manager is paid a performance-based fee.  Furthermore, most public pension plans 

have a larger portion of their equity portfolios indexed than the city of San Jose's 5 

to 6 percent.  Finally, our analysis shows that over the past ten years, if the plans' 

equity portfolios had been invested in an equity index fund instead of with the 

variety of managers who were used, the plans could have earned about $72.8 

million more and saved about $10 million in management fees.  These additional 

earnings and fee savings would have improved upon the funded status of both 

retirement plans.  Based on the past ten years' earnings, we estimate that the plans 

may be able to earn up to $7.1 million more per year and reduce investment 

management fees by up to $1.9 million per year if they index their equity portfolios. 
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RECOMMENDATIONS 

 We recommend that the Federated Employees' Retirement System and the 

Police and Fire Department Retirement Plan: 

 
Recommendation #1: 

 Establish probationary procedures including: 

• A process for placement on a formal watch list and subsequent probation 
when a manager's performance falls below applicable standards and 

• Procedures for reporting underperformance of investment manager 
benchmarks on a quarterly and annual basis that call attention to 
managers that are not in compliance with investment performance 
objectives. 

(Priority 2) 

 
Recommendation #2: 

 Revise the standard language in investment manager, advisor, and/or 

custodian bank contracts to include (1) benchmark performance standards,  

(2) a process for dealing with underperformance, (3) timeliness requirements for 

reporting, and (4) reference to the City Council's Policy #0-15 (the code of ethics).  

(Priority 2) 

 
Recommendation #3: 

 Review the experience qualifications that are specified in the San Jose 

Municipal Code for investment managers and either propose changes to the Code 

or ensure that investment managers are in compliance.  (Priority 2) 
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Recommendation #4: 

 Negotiate performance-based fee structures as investment manager contracts 

become due.  (Priority 2) 

 
Recommendation #5: 

 Reduce the number of investment managers and decrease investment fees by 

• Increasing use of index funds; 

• Avoiding duplicative management styles; and 

• Pooling investments in certain asset classes between the two retirement funds. 

(Priority 1) 

 
Recommendation #6: 

 Establish a phased program to transfer substantial portions of the domestic 

equity portfolios of the two retirement plans to index managers.  (Priority 1) 
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FINDING II 
OPPORTUNITIES EXIST TO ENHANCE 
THE RETIREMENT BOARDS' ABILITY 

TO ASSESS THE STATUS OF THE INVESTMENT PORTFOLIOS 

 The San Jose Municipal Code requires monthly reporting of short- and long-

term retirement fund investments.  However, our review revealed that the funds' 

monthly investment reports are not issued in a timely manner and that millions of 

dollars in short-term retirement fund investments are not included in the monthly 

investment transaction resolutions.  Moreover, in spite of the fact that asset 

allocation decisions determine investment performance and have potential multi-

million-dollar effects on investment earnings, the Federated Employees' 

Retirement System's (Federated Plan) and the Police and Fire Department 

Retirement Plan's (Police and Fire Plan) asset allocations and investment policies 

were not comprehensively reviewed for several years.  In our opinion, the 

respective boards of administration should improve the timeliness and 

completeness of reporting on the status of the investment portfolios and establish 

procedures to annually review investment policies and asset allocation strategies. 

 
The San Jose Municipal Code Requires Monthly Reporting 
Of Short- And Long-Term Retirement Fund Investments 

 San Jose Municipal Code, section 3.24.360, enables the Federated Plan's 

board to delegate authority to make investments.  It also requires monthly reporting 

of transactions. 

3.24.360  Investment of funds -- Delegation of authority. 

 Without limiting the authority of the board itself to invest and reinvest 
the moneys of the retirement fund as provided in Section 3.24.350, the board 
may adopt an investment resolution or resolutions containing detailed 
guidelines, consistent with Section 3.24.350, by which to designate investments 
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which are acceptable for purchase.  While the resolution or resolutions are in 
effect, investments consistent with such guidelines may be made by an officer 
of the board, an officer or employee of the city, or a qualified investment 
advisory who has entered into a contractual arrangement pursuant to Section 
3.24.370, provided that such officer, employee or advisor has been delegated 
such authority by the board and such officer, employee or advisor has been 
designated by name in the investment resolution or resolutions.  Any 
transactions made pursuant to the foregoing provisions of this section shall be 
reported monthly to the board by the person or persons to whom the board has 
delegated such authority.  [Emphasis added.] 

 Similarly, Code section 3.36.530 enables the Police and Fire Plan's board to 

delegate authority to make investments.  It contains more detailed instructions 

regarding monthly reporting. 

3.36.530  Investment of funds--Delegation of authority. 

A.  Without limiting the authority of the board itself to invest and reinvest the 
moneys of the retirement fund as provided in Section 3.36.540, the board 
may adopt an investment resolution or resolutions containing detailed 
guidelines, consistent with Section 3.36.540, by which to designate 
investments which are acceptable for purchase.  While the resolution or 
resolutions are in effect, investments consistent with such guidelines may 
be made by an officer of the board, an officer or employee of the city, or a 
qualified investment advisor who has entered into a contractual 
arrangement pursuant to Section 3.36.560, provided that such officer, 
employee or advisor has been delegated such authority by the board and 
such officer, employee or advisor has been designated by name in the 
investment resolution or resolutions.  Any transactions made pursuant to 
the foregoing provisions of this section shall be reported to the board at its 
next regular meeting. 

B.  Without limiting the authority of the board itself to invest and reinvest the 
moneys in the retirement fund as provided in Section 3.36.540 or to 
delegate authority for investment and reinvestment as provided in 
subsection A of this section, the board may, by resolution, designate a 
person by name to make short-term investments and reinvestments of 
moneys in the retirement fund and to purchase, sell, or exchange such 
short-term investments and reinvestments of moneys in the retirement fund 
and to purchase, sell, or exchange such short-term investments.  For 
purposes of this subsection, "short-term investments" shall consist of the 
following: 
1.  Repurchase agreements and reverse repurchase agreements; 
2.  Short-term investment fund; 
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3.  Investments which are in commercial paper, United States Treasury 
bills, bankers' acceptances, negotiable certificates of deposit, or 
similar evidences of indebtedness; and 
a. Which are of no more than one year in duration; and 
b. Which are liquid in nature; and 
c. Which are not investments in bonds or preferred or common stock. 
 

 The person to be so designated by the board shall be either a member of 
the board, a qualified investment advisor who has entered into a 
contractual arrangement pursuant to Section 3.36.560, or an officer or 
employee of the city.  The person so designated shall serve in said capacity 
at the pleasure of the board and shall report monthly to the board on such 
short-term investments.  [Emphasis added.] 

 

Reporting Guidelines Recommended By State Task Force 

 As a result of the Orange County investment loss, the California State 

Legislature established a Task Force on Local and State Investment Practices.  On 

March 14, 1995, the Task Force issued a report on possible investment guidelines 

for county, city, and other local agency accounts which included the following: 

Recommendation 1:  Amend state law to require each local treasurer or chief 
fiscal officer to provide annually a written statement of investment policy to 
the legislative body of the local agency for its consideration at a public 
meeting, and to submit a report no less frequently than quarterly to the 
legislative body and their chief executive officer containing a detailed 
description of the local agency's investment securities, including current 
market values . . .. The quarterly reports would be required (i) to be submitted 
to the legislative body within 30 days of the quarter's end, (ii) to contain a 
statement with respect to compliance with the written annual statement of 
investment policy, and (iii) to be made available to taxpayers upon request for 
a nominal charge. [Emphasis added.] 

 The report continues: 

The Task Force requirement that the quarterly reports be submitted to the 
local agency legislative body within 30 days of the quarter's end is to ensure 
that the reporting occurs on a regular and timely basis. 
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 The reason the Task Force gave for mandating quarterly (rather than 

monthly) reports was to avoid increasing local agency costs as the result of a state 

legislative mandate.  Evidently, 

Legislation adopted ten years ago (after San Jose suffered big investment 
losses) required treasurers to report monthly to local officials about their 
investments.  This law contained a "sunset clause" and expired in 1991. 

 The Task Force focused on the issue of frequent and prompt disclosure--the 

Orange County treasurer "filed reports with the county supervisors just once a 

year."   The media has noted this lesson.  According to an article in Money 

magazine, the lesson to be learned from the Orange County losses is that  "clearly 

government managers should be required to calculate the value of their holdings 

at least monthly." 

 
Monthly Investment Reports Are Not Issued In A Timely Manner 

 The retirement boards receive several types of monthly investment reports.  

The custodian banks (Bankers' Trust for the Police and Fire Plan and Bank of New 

York for the Federated Plan) prepare monthly resolutions for board approval of 

investment and reinvestment transactions.  However, our review revealed that these 

resolution reports are not issued in a timely manner.  For example, the resolution 

detailing investment activity in the Police and Fire Fund from July 1 to 31, 1994, 

was not presented to the Police and Fire Plan retirement board until March 2, 1995-

-seven months after the fact.  We also found that as of June 1995, the Federated 

Fund's custodian bank had not prepared any of the necessary resolution reports for 

Federated Plan investment transactions since it took over custodianship of the 

account in July 1994--one year earlier. 
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 The Treasury Division of the Finance Department prepares a monthly 

summary, the Report of Retirement Plan Investments, for retirement board review.  

Our review revealed that these reports are not issued in a timely manner either.  For 

example, at its March 9, 1995, meeting, the Federated Plan retirement board 

accepted the reports of Federated Plan investments for July through October 1994--

from four to seven months after the fact.  Table 23 summarizes the board meeting 

dates where these two types of investment reports were finally presented.  

TABLE 23 
 

MONTHLY MEETING DATES WHEN MONTHLY INVESTMENT REPORTS 
AND MONTHLY INVESTMENT TRANSACTION RESOLUTIONS 

FOR 1994-95 WERE PRESENTED TO THE RETIREMENT BOARDS 
THROUGH JUNE 1995 

 
 
 
 
 
 

Activity Period 

Federated Plan 
Monthly 

Summary Report 
Of Investments 
(Prepared By 

Treasury) 

Federated Plan 
Monthly Investment 

Transaction 
Resolutions 

(Prepared By 
Custodian Bank) 

Police and Fire 
Plan Monthly 

Summary Report 
Of Investments 
(Prepared By 

Treasury) 

Police and Fire Plan 
Monthly Investment 

Transaction 
Resolutions 

(Prepared By 
Custodian Bank) 

July 1994 3/9/95 None 1/5/95 3/2/95 
August 1994 3/9/95 None 2/2/95 3/2/95 
September 1994 3/9/95 None 2/2/95 3/2/95 
October 1994 3/9/95 None 3/2/95 2/2/95 
November 1994 4/13/95 None 5/4/95 3/2/95 
December 1994 5/11/95 None 5/4/95 3/2/95 
January 1995 6/8/95 None 5/4/95 4/6/95 
February 1995 None None 5/4/95 6/1/95 
March 1995 None None 6/1/95 None 
April 1995 None None None None 
May 1995 None None None None 
June 1995 None None None None 
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The Role Of The Custodian Banks 

 The process of preparing monthly financial reports for retirement board 

review begins with the custodian banks.  It is standard industry practice for a 

pension fund's custodian bank to prepare the monthly valuation of assets.  The 

Police and Fire Plan's contract with Bankers' Trust specifies a variety of reports 

that shall be produced including monthly and annual reports, but it does not specify 

timeliness requirements.  The Federated Plan's contract with the Bank of New 

York also specifies a variety of reports that shall be produced, including a year-end 

listing of assets as of June 30 that is to be produced by July 31.  The contract does 

not specify a timeliness requirement for the monthly reports.  The other timeliness 

requirement in the Bank of New York contract is for annual and semi-annual 

reports on broker commissions paid.  For example, the semi-annual report of 

broker commissions paid from July 1, 1994, through December 31, 1994, was due 

on January 31, 1995.  The Bank of New York did not present this report until the 

fourth week of April 1995--nearly three months late. 

The Finance Department Issues The City's Investment 
Reports In A More Timely Manner 

 The city of San Jose's (City) Finance Department prepares monthly 

investment reports for the Pooled Investment Funds that contain a valuable three- 

to four-page executive summary prepared by Finance Department staff.  Its 

succinct management summary provides a clear picture of 

• The status of the current investment portfolio,  

• Exceptions to the investment policy, and  

• Significant transactions during the past month. 
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These monthly reports are issued two to three weeks after month-end and heard at 

the next Finance Committee meeting (from four to six weeks after month-end). 

 
The Investment Portfolios Include Substantial Amounts 
Of Short-Term Cash And Equivalents That Are Not Included 
In The Monthly Investment Transaction Resolutions 

 While the retirement boards eventually receive a monthly listing of 

securities transactions (the custodian banks prepare the resolutions), they do not 

receive a transaction report for short-term investments.  As Table 24 shows, in 

October and November 1994, the cash portions of the Federated Plan's and Police 

and Fire Plan's portfolios were 4.2 percent and 9.9 percent, respectively. 

TABLE 24 
 

CASH POSITIONS OF INVESTMENT MANAGERS BY ASSET CLASS 
 

 
 

Federated 
Plan  

(As Of 
10/31/94) 

Cash 
Portion Of 
Managers' 
Portfolio  

Police and 
Fire Plan 

(As Of 
11/15/94) 

Cash  
Portion Of 
Managers' 
Portfolio  

Domestic equity managers $13.3 6.4% $13.0 4.5% 
International equity managers 1.0 3.5% 4.1 7.0% 
Domestic fixed income managers 5.0 2.0% 48.3 12.6% 
International fixed income managers 0.4 1.7% 6.9 13.3% 
Real estate manager      4.0 8.6%     9.6 20.6% 

Total $23.7 4.2% $81.9 9.9% 
 
 Source:  Retirement Program 

 Our review revealed that the short-term investment transactions comprising 

these cash positions are not included on the monthly investment resolutions that 

the custodian banks prepare.  These assets are summarized in the monthly 

investment summary the Finance Department prepares, but without details.  For 

example, the monthly report for September 1994 lists the market value of the 
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Police and Fire Plan's short-term investments at $73.1 million and lists interest 

income (September 1 to 30) from short-term instruments of $210,000.  Our review 

revealed that the monthly transaction resolution for September 1994 did not 

include transaction details for eight purchases of short-term corporate notes 

totaling $34 million.  Furthermore, neither report listed movement of cash through 

the custodian bank's cash fund.  For example, the bank statement for September 

1994 shows 106 purchases totaling $12.7 million and 51 sales totaling $17.5 

million in the Bankers' Trust Pyramid Government Securities Cash Fund that were 

not reported on the monthly investment transaction resolution for September 1994. 

 On a quarterly basis, the investment manager performance reports usually 

show a line-item market value total of cash and equivalents as of the end of the 

quarter.  Some managers show the yield; some do not.  These reports do not 

typically report transactions related to the handling of cash, cash equivalents, or 

other short-term investments.  As a result of this exclusion, transaction details for 

up to 10 percent of the investment portfolios are not formally reported to the 

retirement boards. 

 
Investment Policies And Asset Allocation Strategies Are Not Regularly Reviewed 

 It has been several years since the retirement boards formally reviewed and 

revised their investment policies and asset allocation strategies.  Both retirement 

boards are currently reviewing their asset allocation strategies with the assistance of 

their investment advisors.  The asset allocation decisions the boards make during 

these reviews will have a dramatic effect on future earnings in the two retirement 

funds. 
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 Asset Allocation Decisions Determine Investment Performance 

 According to the Pennsylvania-based SEI Capital Resources Market 

Research Group, 

The asset allocation decision (how a plan's investment is divided among 
different asset classes) exercises by far the largest impact on overall 
performance.  Analysis of U.S. pension plan performance shows that the asset 
allocation decision alone explains 91.5% of the variation in a plan's 
performance, making it significantly more important than industry weighting, 
stock selection, market timing, or any other portfolio management decisions. 

Thus, according to experts, probably the most important decision fiduciaries can 

make is asset allocation while other decisions pale in comparison.  Nonetheless, 

our review found that neither of the retirement boards formally reviewed asset 

allocation on a regular basis. 

 Strategic Asset Allocation Decisions Can Have Multi-Million-Dollar Effects 

 Strategic asset allocation decisions can have multi-million-dollar effects on 

future required contributions.  For example, according to a recent SEI report to the 

Police and Fire Plan retirement board, 91.5 percent of the total return variation 

between various pension funds was explained by the funds' asset allocation; only 1.7 

percent of the variation was explained by market timing; only 4.6 percent was 

explained by stock selection; 2.1 percent was explained by other factors.  

Furthermore, from 1900 to 1993, an investor's market timing would had to have been 

75 percent accurate in order to beat a buy and hold strategy (which would have 

generated average annual returns of 9.4 percent per year). 

 The SEI presentation compared several potential allocation options for the 

Police and Fire Fund, at the same time making the point that retirement plans usually 

look at a 50-year time horizon.  Based on the Police and Fire Plan's current target 
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asset allocation, SEI would expect an average annual rate of return of 8.6 percent, 

with a 25 percent chance of exceeding 17.1 percent and a 25 percent chance of being 

below 0.8 percent.  As can be seen in Table 25, expected rates of return increase as 

(1) the proportion of equities increases, (2) with the addition of small capitalization 

stocks, and/or (3) with the addition of emerging market investments.  The retirement 

boards' task is to weigh the rewards of probable higher rates of return in the long run 

against higher risks, especially in the short term. 

TABLE 25 
 

ALTERNATIVE ASSET ALLOCATION POLICIES PRESENTED 
TO POLICE AND FIRE PLAN RETIREMENT BOARD BY SEI CONSULTANTS 

 
 Option 

A 
Current 
Option B 

Option 
C 

Option 
D 

Option 
E 

Allocation Of Assets  
Cash  6%  0%  0%  0%  0% 
Bonds  53%  45%  30%  30%  30% 
Stocks - large   30%  35%  40%  50%  30% 
Stocks - international  6%  10%  15%  15%  18% 
Stocks - small  0%  0%  0%  0%  10% 
Real estate  5%  10%  15%  5%  5% 
Emerging markets     0%     0%  0%  0%    7% 

Total  100%  100%  100%  100%  100% 
Expected Yields  

Expected rate of return 8.0% 8.6% 9.2% 9.4% 9.9% 
25% chance that rate of return will  
     exceed... 

 
15.1% 

 
17.1% 

 
19.1% 

 
20.5% 

 
21.1% 

25% chance that rate of return will be 
     less than... 

 
1.4% 

 
0.8% 

 
0% 

 
(0.6)% 

 
(0.3)% 

Probable Value Of Assets  
Probable value of assets $ 1,537 $ 1,611 $ 1,679 $ 1,712 $ 1,781 
25% chance that assets will exceed... $ 1,787 $ 1,949 $ 2,130 $ 2,255 $ 2,375 
25% chance that assets will be less 
     than... 

 
$ 1,332 

 
$ 1,350 

 
$ 1,350 

 
$ 1,348 

 
$ 1,386 

Source:  SEI Asset Allocation And Manager Structure Review (November 18, 1994) 
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 As Table 25 shows, the implications over a ten-year period are enormous.  

Specifically, under the current asset allocation policy (Option B), SEI estimates 

that the probable value of assets would be $1.611 billion (with a 25 percent chance 

of exceeding $1.949 billion and a 25 percent chance that assets will be less than 

$1.350 billion).  Option D increases the probable value of plan assets to $1.712 

billion (with a 25 percent chance of exceeding $2.255 billion) without significantly 

increasing the risk that assets will be valued at less than $1.348 billion after ten 

years.  Conversely, Option A (increasing the allocation to bonds and cash) 

decreases the probable value of assets to $1.537 billion. 
 
 The Retirement Plans' Asset Allocation Strategies 
 Are Similar To Other Jurisdictions' Strategies 

 Our review of the retirement plans' asset allocation strategies revealed that 

they are not dissimilar to other California city retirement systems' strategies.  For 

example, a recent asset allocation study shows that San Jose's retirement 

investments, like those of other city respondents, are weighted towards bonds 

while state and county respondents' investments are weighted toward stocks.  Table 

26 shows the results of the survey. 
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TABLE 26 
 

ASSET ALLOCATION SURVEY OF CALIFORNIA RETIREMENT SYSTEMS 
COMPARED TO SAN JOSE'S RETIREMENT SYSTEMS AS OF JUNE 30, 1993 

 
  

State  
Plans 

 
County 
Plans 

 
City 

Plans 

 
Total 

Respondents

San Jose 
Federated 

Plan 

San Jose 
Police and 
Fire Plan 

   
Domestic stocks 49.7% 42.8% 38.8% 42.4% 37.6% 32.3% 
Domestic bonds 33.5% 36.6% 46.2% 39.0% 47.8% 51.1% 
International 9.5% 10.2% 7.6% 9.4% 6.7% 11.0% 
Real Estate 3.4% 5.1% 3.9% 4.6% 7.9% 5.7% 
Other 2.6% 2.3% 0.3% 1.7% 0.0% 0.0% 
Cash* 1.3% 3.0% 3.3% 2.9% 0.0% 0.0% 

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 
 
*  Neither of the City's retirement boards allocate assets to cash; however, as shown in Tables 24 and 27, various 
investment managers hold cash. 

 Another study, comparing funds with assets from $500 million to  

$1 billion, also shows the City is weighting its strategy towards bonds, while other 

funds are weighting toward stocks.  Table 27 shows this comparison. 

 
TABLE 27 

 
ASSET ALLOCATION STUDY OF FUNDS WITH ASSETS 

FROM $500 MILLION TO $1 BILLION AS OF JUNE 30, 1994 
 

  
Domestic 

Equity 

Interna-
tional 
Equity 

 
Fixed 

Income 

Interna-
tional 
Fixed 

 
Cash and  

Equivalents 

 
Real 

Estate 

 
Other 

San Jose Police and 
Fire Plan 

36.1 8.5 39.7 5.1 6.1 4.4 0.0 

San Jose Federated 
Plan 

35.1 4.8 45.2 3.9 4.5 6.4 0.0 

Weighted average of 
respondent funds with 
assets from $500 
million to $1 billion 

43.0 10.0 34.4 3.8 3.2 3.7 1.9 

Weighted average of 
all respondents 

43.1 8.2 36.9 2.8 2.7 3.6 2.8 
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 The City's Investment Policy And Internal Investment Committee 

 The Finance Department reports exceptions to the City's investment policy 

monthly and summarizes any exceptions in its monthly investment report.  In 

addition, brokers must annually sign that they have read and understood the policy.  

Furthermore, the City uses an internal investment committee to annually review the 

investment policy, strategy, and holdings and render advice as appropriate. 

 The City's investment policy outlines the composition and functions of an 

internal investment committee.  Specifically, 

There shall be an Internal Investment Committee consisting of the City 
Manager, the Director of Finance, the Deputy Director of Finance (Treasury), 
the Deputy Director of Finance (Accounting), and three private sector 
investment experts named by the Mayor.  The Committee shall meet at least 
quarterly to discuss the Monthly Investment Reports, investment strategy, 
investment and banking procedures and significant investment-related work 
projects being undertaken in the Finance Department.  The Committee's 
meetings will be summarized in minutes which are distributed to the City 
Council. 

 The members of the City's Internal Investment Committee include a banking 

representative from a local bank (San Jose National Bank), an economist from San 

Jose State University, and a certified public accountant from a local firm.  

According to one City Council member, their volunteer service to the City 

provides "solace" to City Council members who may not be expert in investment 

matters. 

 Liquidity Requirements Are Changing 

 An annual review of the retirement funds' investment policies would help 

ensure that they address current issues.  For example, in the past the retirement 

plans did not need to maintain significant liquid reserves for the payment of 
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pension benefits.  In fact, the Police and Fire Plan's investment policy includes the 

following statement on liquidity (the Federated Plan's investment policy does not 

have a statement on liquidity): 

Presently there is not a requirement to maintain significant liquid reserves for 
the payment of pension benefits.  The Board has authorized the Board of 
Administration Secretary to review the projected cash flow requirements at 
least annually and indicate to investment managers the required liquidity.  
Contributions are expected to be in excess of net benefit payments over the 
foreseeable future, resulting in a positive cash flow, which will be reinvested 
by the fund manager who receives the cash flow. 

However, this situation is changing in that total Federated Plan contributions were 

less than expenses during 1993-94 (Graph 6).  Further, recent trends indicate that 

expenses may also exceed contributions for the Police and Fire Fund in the near 

future (Graph 7).  In our opinion, the Federated Plan's retirement board should 

include a liquidity statement in its investment policy.  In addition, both retirement 

plan boards should annually review cash flow requirements and transfer cash held 

in various investment managers' portfolios as needed to cover the difference 

between expenses and contributions. 
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GRAPH 6 
 

FEDERATED PLAN TOTAL CONTRIBUTIONS AND EXPENSES 
FOR 1984-85 THROUGH 1993-94 

(In Millions) 
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GRAPH 7 
 

POLICE AND FIRE PLAN TOTAL CONTRIBUTIONS AND EXPENSES  
FOR 1984-85 THROUGH 1993-94 

(In Millions) 
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 Comparison To Other Pension Plans' Investment Policies 

 Our review of the investment policies of five comparable California city and 

county pension plans revealed several other interesting provisions that the 

retirement boards may want to consider incorporating into their investment 

policies: 

• San Joaquin County requires the retirement administrator to review 
projected cash flow requirements with the retirement board on at least an 
annual basis and includes provisions for formal manager reviews; 

• City of San Diego prohibits leveraging and includes specific provisions 
to handle deficient manager performance (see Finding I); and 

• City of Fresno prohibits churning and market timing strategies. 

 
 The City's Investment Policy Specifies Safety As Its Number One Goal; 
 The City's Retirement Plans Have Other Goals 

 The City's investment policy clearly specifies the three basic objectives of 

San Jose's investment program.  In order of priority, 

(1) Safety of invested funds; 

(2) Maintenance of sufficient liquidity to meet cash flow needs; and, 

(3) Attainment of the maximum yield possible consistent with the first two objectives. 

The policy establishes detailed reporting criteria including 

Reasons for and amounts of violations or exceptions to the investment policy 
during the month being reported on, as well as prior violations or exceptions 
which have not yet been corrected.   

 The retirement fund investment guidelines specify different objectives.  

Specifically, the retirement boards shall: 
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(1) Require that the Retirement System be sufficiently funded to assure that 
all disbursement obligations will be met. 

 
(2) Attempt to insure that investment earnings be sufficiently high to provide 

a funding source, along with contributions from City employees and the 
City, in order to offset liabilities in perpetuity. 

 
(3) Strive for the highest total return on investment funds consistent with 

safety in accordance with accepted investment practices. 

 Thus, there is a significant difference between the investment policies for the 

City's retirement funds and the investment policies for the City's Pooled Investment 

Funds.  In our opinion, the retirement boards and the City Council should 

periodically review and discuss this difference to ensure a clear understanding of 

and agreement on the difference.   

 
The Municipal Code Should Be Updated 

 According to San Jose Municipal Code, section 3.36.520,  

All payments from the [Police and Fire] fund shall be made upon warrants 
drawn by the city auditor upon demands made by the retirement board. 

 The City Auditor is not involved in Police and Fire Fund disbursements.  

Therefore, it is the City Auditor's opinion that the City Council should modify the 

language in the Municipal Code to coincide with section 3.24.320 regarding the 

Federated Plan which states that 

All payments from the [Federated] fund shall be made upon warrants drawn in 
the manner required for the disbursement of other public funds, but only upon 
authorization of the board. 
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CONCLUSION 

 Our review revealed that retirement fund monthly reports are not in 

compliance with San Jose Municipal Code requirements regarding timeliness and 

completeness.  In addition, the retirement boards should review on an annual basis 

the retirement plans' investment policies and asset allocation strategies. 

 
RECOMMENDATIONS 

 We recommend that the Retirement Program: 
 
Recommendation #7: 

 Prepare monthly investment reports similar in scope to the Finance 

Department's Monthly Investment Report.  The executive summary should include 

significant developments; market overview; portfolio mix and yields; exceptions 

and violations of the investment policy; description of unrealized losses and gains; 

comparison to budget; and future commitments and cash management projections.  

(Priority 2) 
 
Recommendation #8: 

 Clarify and enforce custodian bank timeliness requirements for reporting.  

(Priority 2) 

 In addition, we recommend that the boards of administration for the 

retirement plans: 
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Recommendation #9: 

 Establish a process to annually review their asset allocation strategies.  This 

review should include a comparison to other public pension funds.   

(Priority 1) 
 
Recommendation #10: 

 Establish internal investment committees to advise the boards of 

administration of the retirement plans on asset allocation strategies and investment 

policy changes.  The committees should include retirement staff, private and public 

sector investment experts, and City Finance Department/Administration 

representatives.  (Priority 2) 
 
Recommendation #11: 

 Establish a process to annually review the investment policies for the 

respective retirement funds and distribute updated copies of the policies to 

investment managers and advisors annually.  (Priority 2) 
 
Recommendation #12: 

 The Federated Employees' Retirement System's board should include a 

liquidity statement in its investment policy.  Both boards should establish 

procedures requiring an annual review of their cash flow requirements.   

(Priority 2) 
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 Also, we recommend that the City Attorney: 

 
Recommendation #13: 

 Draft an amendment to the San Jose Municipal Code for City Council 

approval to delete references to the City Auditor in Municipal Code section 

3.36.520 regarding warrants drawn on the Police and Fire Retirement Fund.  

(Priority 3) 
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FINDING III 
CHARGING THE RETIREMENT PLANS FOR SERVICES 

THE FINANCE DEPARTMENT PROVIDES WOULD REDUCE 
GENERAL FUND EXPENDITURES BY $61,000 PER YEAR 

AND POOLED INVESTMENT FUND EXPENSES BY $11,000 PER YEAR 

 The Finance Department provides certain unreimbursed accounting services 

to the retirement funds.  The General Fund and the Pooled Investment Funds 

absorb the cost of these activities.  By charging the retirement plans for these costs, 

the General Fund would save about $61,000 per year and the Pooled Investment 

Funds would save about $11,000 per year. 

 
The Finance Department Provides Unreimbursed 
Services To The Retirement Funds 

 Our review revealed that the Finance Department provides significant 

accounting and reporting functions to the retirement plans without reimbursement.  

Specifically, the Accounting Division  

• Receives monthly reports from the custodian banks and records 
investment income in the City's Financial Management System 
(Retirement Program staff handles rent receipts); 

• Initiates the wire transfers to and from the custodian banks depositing 
employee and employer contributions and requesting reimbursement for 
retiree payroll and expenses; 

• Updates employee reserve accounts when an employee retires or leaves; 

• Performs reconciliations related to these items; and 

• Prepares draft financial statements for the retirement plans at year-end. 
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These functions are performed by an accountant II (1.0 FTE) with part-time help 

from an accounting technician.  They are paid from the General Fund.  

 In addition, the Treasury Division 

• Summarizes monthly reports from the custodian banks and produces the 
monthly Report of Retirement Plan Investments for the retirement 
boards. 

These Treasury functions are performed by an analyst (0.2 FTE ) who is paid from 

the Pooled Investment Funds.  Only 8 to 10 percent of that expense is borne by the 

General Fund. 

 Thus, the General Fund absorbs at least $61,000 (1.0 FTE accountant II) and 

the Pooled Investment Funds absorb approximately $11,000 (0.2 FTE analyst) in 

costs attributable to the retirement plans.  The Finance Department submitted a 

1995-96 budget reduction proposal for $61,000 to eliminate a filled accountant II 

position and fund those services through the retirement funds.  However, the 

proposal was not recommended. 
 
CONCLUSION 

 The Finance Department provides unreimbursed accounting services to the 

retirement funds.  Should the City Council choose to charge the retirement funds 

for the cost of these activities, the General Fund would save about $61,000 per year 

and the Pooled Investment Funds would save about $11,000 per year. 
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RECOMMENDATION  

 We recommend that the Budget Office: 

 
Recommendation #14: 

 Prepare an estimate of City expenses attributable to the Retirement Program 

and allocate those expenses to the retirement funds.  (Priority 1) 

 

Click On The Appropriate Box To View Item 

 

  

http://www.sanjoseca.gov/auditor/auditreports/9504/9504admresp.pdf
http://www.sanjoseca.gov/auditor/auditreports/appdxa.pdf
http://www.sanjoseca.gov/auditor/auditreports/9504/9504appdxb.pdf



